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Foreword by the Minister of Finance 


On February 24, 1998, the government announced a fiscal victory for all Canadians 
— the elimination of the federal deficit. Perhaps more importantly, it also 
announced that for the first time in nearly 50 years, the budget would also be 
balanced for the two years after that — in 1998-99 and 1999-2000. 


Indeed, if Canada used the same less stringent yardstick as other countries to 
measure its deficits — financial requirements, or the amount of new money 
borrowed from the market — then we could have declared victory even earlier: 

a year earlier, in fact. In 1996-97 we were the only G-7 country to record a surplus 
in financial requirements. And we will do so again and again, year after year. 


What this means is that the age of chronic deficits is over and that the age of debt 
reduction has begun. 


The government is committed to reducing the debt burden. By concentrating on 

a balanced approach, we will ensure a growing economy that will result ina 
persistent lessening of the debt-to-GDP ratio. Moreover, the government has 
outlined a Debt Repayment Plan that will bring down the absolute level of the 
federal debt. This plan includes the continued use of two-year fiscal forecasts 

and prudent planning assumptions, the maintenance of an annual $3 billion 
Contingency Reserve and the application of that reserve to the debt when it is not 
required for other uses. Lastly, the government will continue to maintain a prudent 
debt structure — one designed to protect the fiscal plan against unexpected 
changes in the economic and financial landscape. 


As the government continues to run financial surpluses, market debt will be 
reduced. Market debt programs will be adjusted gradually, in consultation with 
market participants, and initiatives will continue to be undertaken to ensure the 
integrity of the market. The government’s objective is to maintain a liquid and 
well-functioning market for Government of Canada securities. 


This document shares with Canadians how that challenge will be met successfully. 
I hope that this new publication — arising from the dawn of a new fiscal age — will 
contribute to a broader and better understanding of the government’s plans to 
reduce and manage Canada’s debt. 


The Honourable Paul Martin, P.C., M.P. 
Minister of Finance 
March 30, 1998 


Overview 


The Debt Management Strategy is a new annual publication of the Department of 
Finance. It provides information on the federal government’s debt management 
strategy for the coming fiscal year. 


The government’s intention in issuing the Debt Management Strategy is to ensure 
the strategy remains transparent and well understood. 


The government will also continue to publish the Debt Management Report 
shortly after the release of the Public Accounts in the fall. Its focus will be to 
report on the federal government’s debt operations over the previous fiscal year, 
and to provide detailed information on the government’s outstanding debt. 


The fundamental 
objective is to 
raise stable, 
low-cost funding 
for the 


government. 


All funding 
required for the 
government’s 
operations 1s 
raised in the 
domestic 
market. 


Foreign currency 
debt is issued 

to raise foreign 
exchange 
reserves. 


Debt Management Framework 


This section outlines the federal government’s objectives in managing the federal 
debt and the key principles underlying the pursuit of these objectives. 


Debt Management Objectives 


m The fundamental debt management objective is to raise stable, low-cost funding 
for the government. 


@ A key strategic objective is the maintenance of a well-functioning market for 
Government of Canada securities. 


Domestic Debt Management 


Principles 
@ Funding required for the government’s operations is raised in the domestic 
market and in all major maturities. 


m The government borrows on a regular, preannounced basis. Debt management 
decisions are independent of the government’s outlook for domestic interest 
rates. 


@ The government focuses on liquidity, transparency, regularity and market 
integrity in its efforts to maintain a well-functioning market. 


General Strategy 
@ The debt stock is structured prudently to ensure reasonable cost stability 
under a range of potential interest rate environments. 


m The government maintains a broad investor base and active relations with 
investors and credit rating agencies. 


m= Adjustments to the domestic debt programs are made gradually, following 
consultation with market participants. 


Foreign Currency Debt Management 


Principles 


m The government borrows in foreign currencies, mainly in U.S. dollars, 
as required to fund Canada’s foreign exchange reserves. 


General Strategy 

m The government raises foreign exchange reserves through a range of sources 
and investors. The liabilities are managed in conjunction with the assets to limit 
the cost of carrying reserves, and to maintain a prudent maturity structure. 


Federal debt 

management 1s 
entering a new 
era of financial 
surpluses and a 
declining stock 
of market debt. 


The last four 
years have seen 
significant 
changes in the 
composition of 


the debt. 


Debt Management Environment 


Changing Debt Structure 


With the elimination of the deficit this fiscal year and the commitment to balanced 
budgets for the next two years, debt management has entered a new era. 

The 1998 budget outlook for financial requirements (excluding foreign exchange 
transactions) in 1997-98 is a surplus of $12 billion. It is expected that domestic 
market debt will fall by this amount. This is a dramatic change in the debt 
management environment from four years ago. 


@ As recently as 1993-94, the federal government recorded a financial 
requirement (excluding foreign exchange transactions) of $30 billion and had 
net domestic borrowings of $26 billion (i.e. the stock of domestic market debt 
increased by $26 billion). 


The composition of market debt has also changed significantly over the past 

four years (see charts below) due to the decision to increase the portion of the 
gross debt in fixed-rate form from 55 per cent to 65 per cent in order to protect 
the government from the fiscal effects of unexpected increases in interest rates. 
Reaching this objective was made easier by the dramatic turnaround in the federal 
government’s fiscal situation. 


m@ The stock of marketable bonds has increased from $203 billion (49 per cent of 
market debt) at the end of 1993-94 to $294 billion (63 per cent of market debt) 
at the end of 1997-98. 


w The Treasury bill stock has declined from $166 billion (40 per cent of market 
debt) at March 31, 1994 to $118 billion (24 per cent of market debt) at 
March 31, 1998. 


Composition of Market Debt 


(% of total market debt at fiscal year-end) 


1993-94 1997-98 (projected) 
Retail Foreign Retail Foreign 
non-marketable currency non-marketable currency 
8% debt 7% debt 


6% 


me «3% 


T-bills 
24% 


T-bills 


40% Marketable Marketable 


bonds bonds 
49% 63% 


The budget 
outlook is for a 
balanced budget 
in the coming 
years. 


The overall level 
of federal debt 
may fall. 


Financial 
surpluses will 
give rise to 
reductions in 
the market debt 
stock and a 
need for gradual 
restructuring of 
market debt 
programs. 


Pension reform 
may lead to 
additional 
market 
borrowing. 


Fiscal Outlook: Implications 


On February 24, 1998, the Minister of Finance announced a balanced budget in 
1997-98, and the government’s commitment to balanced budgets in 1998-99 
and 1999-2000. 


The Minister also announced the government’s commitment to lower the overall 
burden of public debt. This will be done through a two-track strategy: the 
government will continue to follow policies that will pay off in better economic 
growth, and it will bring down the absolute level of debt through a Debt 
Repayment Plan. The Plan is based on three key elements: 


@ as before, two-year fiscal plans based on prudent economic planning 
assumptions; the current plan commits to balanced budgets in 1998-99 and 
1999-2000; 


@ the inclusion in the fiscal plan of a Contingency Reserve of $3 billion in each 
year; and 


m@ the use of the Contingency Reserve, when it is not needed, to pay down the 
public debt. 


The 1998 budget also projects financial surpluses of $6 billion in 1998-99 and 
$9 billion in 1999-2000. The financial balance provides a measure of the cash 
requirement to fund the government’s programs and debt charges — a financial 
requirement represents a positive cash requirement whereas a financial surplus 
represents a negative cash requirement. The cash requirement is funded 

with market debt. Market debt includes marketable bonds, Treasury bills, retail 
non-marketable debt (primarily Canada Savings Bonds) and foreign-currency- 
denominated bonds and bills. 


Ongoing financial surpluses mean that there will be a significant, ongoing decline 
in market debt. As a result, market debt programs will need to be gradually 
restructured. In this context, priority will be given to the maintenance of a liquid 
and well-functioning Government of Canada securities market, as well as ensuring 
the integrity of the market. 


The difference between the financial surplus and a balanced budget reflects a 
number of accrual adjustments made to expenditures and revenues in the 
calculation of the budgetary balance. These accrual adjustments do not affect the 
financial balance because they do not require immediate cash payments. 

The largest of these accrual adjustments relates to the government’s liabilities 
for public sector pensions. The accumulation of these accrual adjustments 
comprises the other portion of the debt — this portion is commonly referred to 

as non-market debt. 


Non-market debt will continue to increase over time, reflecting higher public 
service pension plan liabilities. The government has indicated its intention to 
consider reform of the public service pension plans. The reform may involve the 
replacement of some of the government’s internal funding with market funding 
and, as a result, would reduce the pace of the reduction in market debt. 


A well- 
functioning 
Government 
of Canada 
securities 
market is 
important to 
all market 
participants. 


The government 
is responsible 
for the 
functioning of 
the primary 
market. 


Government of Canada Securities Market 


A well-functioning Government of Canada securities market provides low-cost 
financing for the government. It is also of general benefit to the domestic capital 
market where federal securities are key investments, as well as pricing and 
hedging tools. 


The Government of Canada securities market is one of the most liquid and 
efficient sovereign markets in the world, featuring tight bid-offer spreads, large 
transactions volumes, and high turnover ratios. While marketable debt is 
expected to decline over time, the government’s priority will be to ensure that 
the Government of Canada securities market continues to be highly attractive 
to investors. 


A number of recent developments, including growing levels of concentration 

and the declining supply of new debt, are creating challenges for the management 
of the Government of Canada securities market. This is reflected by the 
occurrence of infrequent, but highly undesirable “squeezes”!. Squeezes reduce 
the incentive for dealers and investors to participate actively in the Government 
of Canada securities market. If steps are not taken, this could lead to reduced 
participation which would raise the cost of federal government borrowing. This, 
in turn, would affect other market participants who rely on a liquid and efficient 
Government of Canada securities market. 


It is clearly in the public interest to ensure that integrity of the Government 

of Canada securities market is maintained. In this regard, the government 
distinguishes between the primary market (auctions), where it bears 
responsibility, and the secondary market, where the responsibility for 
maintaining a well-functioning market is shared by all market participants. 

The government is proposing changes to the auction rules designed to prevent 
squeezes from occurring at auctions, and the Investment Dealers Association is 
developing a Code of Conduct. Details on the initiatives underway to enhance 
market integrity are detailed in a later section of this report. 


' A squeeze occurs when one or more market participants gain control of the stock of a security and 
use the controlling position to manipulate prices. 


With a still- 
large debt stock, 
maintaining a 
prudent debt 
structure 
remains a 
priority. 


The fixed target 
is being slightly 
increased in 
1998-99 for 
prudent 
financial 
management 
reasons. 


Further 
diversification 
of the investor 
base will be 
pursued 
through 
CI@S, the 
government’s 
retail debt 
agency. 


1998-99 Debt Management Strategy 


Maintaining a prudent debt structure 


While the elimination of the deficit represents a major achievement, the level of 
debt remains significant and must come down. Canada’s debt stock is exposed to 
interest rate changes originating in Canada and around the world. Interest rate 
shocks can significantly affect the level of annual debt charges, as the portion of 
debt that is rolling over must be issued at the new prevailing market interest rates. 
Some $200 billion of the federal market debt will be maturing or repriced over 

the 1998-99 fiscal year. The continued success of the government in achieving low 
interest rates should prove beneficial to Canada in this respect. 


Nonetheless, a prudent debt structure is essential in protecting the government's 
fiscal position from unexpected increases in interest rates, as well as moderating 
refinancing risk. A prudent debt structure is one that provides reasonable cost 
stability under a range of economic scenarios. Such a structure also maintains 
investor and credit rating agency confidence. 


In 1995, the government set a target for the fixed-rate share of the debt? of 

65 per cent — it was achieved in 1997-98. This means that a 100-basis-point 
increase in interest rates would now raise public debt charges by $1 billion in the 
first year; in the mid-1990s, the first year impact of a 100-basis-point increase 
was estimated at about $1.8 billion. 


A key debt management undertaking over the last months was to review the target 
and assess its ongoing suitability. The government has decided to increase the 
target slightly — the objective will be to have 2/3 of the debt in fixed-rate 
instruments. This reflects the government’s preference for greater prudence in 

its debt structure and provides increased operational flexibility. 


Operationally, it is very difficult to maintain the debt at a precise fixed-rate 
proportion. Large maturing bond benchmarks will cause short-term variance in the 
fixed ratio. Rather than maintain a precise fixed-rate target, the government will 
manage the fixed-rate proportion of the debt around the new target. 


A further strategy to increase cost stability has been to diversify the investor base 
for Government of Canada securities. By having a diversified investor base, the 
stock of debt is less exposed to interest rate changes caused by shifts in investor 
preferences. An ongoing initiative in this context is the work being done by 
Canada Investment and Savings (CI&S), the government’s retail debt agency, 

to diversify the retail debt stock and broaden the retail investor base. CI&S will 
continue to provide individual Canadians with greater opportunity to invest in 
Canada. This will be accomplished by the continuing development of investment 
and savings products that Canadians want. 


2 The fixed-rate share of the debt is the percentage share of the gross debt that matures or is being 
repriced in more than one year. 


Maintaining and Enhancing a Well-Functioning Market 


Debt Program Design 
The government Liquidity, transparency and regularity are the principles underlying the 


will maintain maintenance of a well-functioning market. The federal government is committed 
the principles to maintaining these principles as the level of market debt declines. 
of liquidity, 


To ensure transparency and regularity, the government will continue to borrow 
in the domestic market on a regular, preannounced basis. In 1998-99, the 
government will continue the practice of holding regularly scheduled quarterly 
auctions of 2-, 5- and 10-year bonds. As part of our continuing and gradual 
restructuring of the bond program, the frequency of issuance of 30-year bonds 
will be reduced to two times per year from four times per year. 


transparency 
and regularity in 
its operations. 


A bond buy- To enhance bond market liquidity, the government plans to implement a bond 
back programis buy-back program on a pilot basis in 1998-99. The purpose of this program is 
being introduced to buy back existing, less liquid bonds to support the maintenance of a liquid 
on a pilot basis new issue market. The intent of the pilot program this year is to have no major 


to improve impact on the level of bonds outstanding at year-end — thus there is the potential, 
primary market later in 1998-99, for an additional bond auction to be inserted into the calendar. 
liquidity. The government will consult with market participants on the design of the pilot 
program and will announce the details well in advance of its implementation. 
Gradual Looking further ahead, the government’s plan is to adjust domestic debt 
adjustments programs over time in such a way that the market is not disrupted unduly. 
will be made in The government will be proceeding on a gradual basis, in close consultation 
consultation with market participants. 


with market 
participants. 


Changes to the 
auction rules 
are being 
proposed to 
improve the 
functioning of 
the primary 
market. 


Initiatives with 
the private 
sector are 
underway to 
improve the 
integrity and 
transparency of 
the secondary 
market. 


A legislative 
review will be 
undertaken. 


Enhancing Market Integrity 


The government is also undertaking a number of initiatives to enhance 
market integrity. 


With respect to the primary market (auctions), the Department of Finance, in 
conjunction with the Bank of Canada, will be releasing very shortly a discussion 
paper outlining proposed changes to the auction process for Government of 
Canada securities. The proposals reflect comments received in response to a 
discussion paper issued in December 1996. They focus on changes to the auction 
rules, as well as an increase in the Bank of Canada’s monitoring of the bond and 
Treasury bill markets. The proposals are designed to ensure that the auction 
process is competitive, transparent and fair. 


With respect to the secondary market in Government of Canada securities, 

the Department of Finance and the Bank of Canada are working closely with the 

Investment Dealers Association (IDA), as it develops a Code of Conduct for IDA 

members. The Code sets a high standard of behaviour for all market participants. 


The government also continues to provide support for improved secondary 
market price transparency. The IDA and the Inter-Dealer Brokers Association are 
currently in the process of developing a screen-based information system on 
prices and trades in the secondary market in Government of Canada securities. 


The government plans to review the statutory framework for federal debt 
management. The review will focus on the need to modernize the government’s 
debt management authority and to clarify its capacity to address integrity 
concerns in the Government of Canada securities market. 


Plans for the 
market debt 

programs are 
based on the 
1998 budget 
outlook. 


The planned 
bond program 


for 1998-99 will 


be modestly 
lower than in 


1997-98. 


Ouarterly 
issuance of 
the 2-, 5- and 
10-year 
maturities will 


be maintained ... 


w+. 30-year 
bonds will be 
issued semi- 
annually. 


Ouarterly 
auction 
schedules will 
be retained. 


1998-99 Federal Debt Programs 

The federal government uses a variety of instruments to fund its operations: 
m@ fixed-rate marketable bonds; 

@ Real Return Bonds; 

m Treasury bills; and 

@ retail debt (primarily Canada Savings Bonds). 


The foreign currency borrowing program is used to fund Canada’s foreign 
exchange reserves. 


The plans for each debt program in 1998-99 are presented below. The plans are 
based on the 1998 budget outlook for financial surpluses (excluding foreign 
exchange transactions): the forecast is $6 billion for 1998-99, and $9 billion 

for 1999-2000. 


The changes are consistent with the government’s intention to make gradual 
adjustments, and to maintain a high standard of liquidity and transparency. 
They incorporate feedback received from market participants. 


Fixed-Rate Marketable Bonds 


Fixed-rate marketable Government of Canada bonds are issued in Canadian 
dollars and pay interest semi-annually. The outstanding stock of these bonds 
is projected to be $285 billion at March 31, 1998, up from $275 billion at 
March 31, 1997. Of the total amount outstanding, $36 billion of bonds will 

be maturing in 1998-99. 


1998-99 Program 


™@ Given the declining needs of the government, the fixed-rate bond program 
(i.e. gross issuance) is planned to be modestly lower than the $38 billion gross 
program in 1997-98. 


m@ Regular, quarterly issuance of the 2-, 5- and 10-year maturities will be 
maintained. 


@ As part of the gradual restructuring of the bond program, issuance of the 
30-year bonds will be reduced to a semi-annual basis. Last year, 3-year bonds 
were dropped from the program. 


m As a consequence of the decrease in 30-year issuance, the proportion of 
2-, 5- and 10-year bonds within the total bond program will be modestly 
higher than in 1997-98. 


m For the purposes of transparency, the bond auction calendar, containing dates 
for each bond maturity to be auctioned, will continue to be published prior 
to the start of each quarter. 


@ To maintain liquidity, the target benchmark sizes for all maturities will be 
maintained at $7-10 billion. 


The 2-year bond w The maturity dates for the 2-year bond will be changed to June 1 and 


dating will be 
changed. 


The target for 
RRBs continues 
to be modest 
growth. 


The Treasury 
bill stock is 
expected to 
continue to 
decline in 


1998-99. 


The target level 
of foreign 
exchange 
reserves has 
been increased. 


December 1 (from March 15 and September 15) to enhance the fungibility of 
interest payments with the 10- and 30-year bonds, smooth out the bond 
maturity pattern and facilitate cash management. 


Real Return Bonds (RRBs) 


The federal government plans to issue up to $2 billion in RRBs in 1998-99. 
The currently planned method of distribution is quarterly single-price auctions. 


Treasury Bills 


The Treasury bill stock at the end of 1997-98 is expected to be in the area of 
$113 billion, down from $135 billion at the end of 1996-97. 


Based on the fiscal plan for 1998-99, the Treasury bill stock is expected to fall 
roughly 10 per cent. 


Retail Debt 


Canada Investment and Savings (CI&S), the government’s retail debt agency, plays 
an important part in the government’s debt program, by targeting an investor base 
among the widest possible range of individual Canadians. Its long-term strategy is 
to continually develop innovative products and services that will fulfil investor 
needs and encourage Canadians to invest in Canada. 


The retail debt plan for 1998-99 will be released directly by CI&S under 
separate cover. 


Foreign Currency Debt Programs 


The Minister of Finance announced in the 1998 budget that, reflecting increased 
flows and volatility in foreign exchange markets, Canada’s foreign exchange 
reserves would continue to be increased. This will bring Canada’s reserves more 
in line with those of comparable countries. 


The reserves are funded through a variety of instruments, including Canada Bills 
and Canada Notes, Global and Euro bonds, Euro Medium-Term Notes and 
cross-currency swaps of domestic obligations. The key determinants of the 
relative use of these instruments will be their contribution to minimizing the 
cost of carrying reserves and to maintaining a balanced maturity structure. 
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Building Today for 
a Better Tomorrow 


Overview 


Effective management of the federal debt is important to all 
Canadians as the annual cost of servicing the debt currently takes 
about 27 cents of each dollar of revenue collected by the federal 
government. 


In 1998-99, the government achieved its objective of prudently 
restructuring the debt stock by reducing the share of the federal 
debt that is maturing or repriced within a year. As a result, the 
government can better manage unexpected changes in interest rates 
—a 100-basis-point increase in interest rates today would raise 
public debt charges by $0.9 billion in the first year, while in the 
mid-1990s, the first year impact of a 100-basis-point increase was 
estimated at about $1.8 billion. 


Based on results to date, over the fiscal years 1997-98 and 
1998-99, a total of almost $20 billion of market debt is expected 
to be retired. With a commitment to a balanced budget or better in 
each of the next two fiscal years, the stock of outstanding market 
debt is expected to continue to decline. 


In this context, the debt strategy priority in 1999-2000 will be 
the maintenance of a well-functioning Government of Canada 
securities market, which provides low-cost financing for the 
government. Key initiatives in this regard include consultations on 
the possible restructuring of the Treasury bill program and the 
continuation of the pilot bond buyback program into 1999-2000. 


BUILDING TODAY FOR A BETTER TOMORROW 


The report is divided into the following sections: 


@ Debt Management Framework, outlining the objectives and key 
principles of the federal debt management strategy; 


@ Debt Management Environment, outlining the fiscal outlook 
over the next two years, and the impact on the debt structure and 
Government of Canada securities market; 


# 1999-2000 Debt Management Strategy, highlighting overall 
debt strategy and providing an overview of initiatives for the next 
year; and 


m 1999-2000 Federal Debt Programs, providing outlooks for each 
of the debt programs for 1999-2000. 


The Debt Management Strategy is an annual publication of the 
Department of Finance. It provides information on the federal govern- 
ment’s debt management strategy for the coming fiscal year. 


The government’s intention in issuing the Debt Management 
Strategy is to ensure the strategy remains transparent and well under- 
stood. It should be noted that the primary audience for this document 
is investors in Government of Canada securities and therefore the 
document is quite technical. A glossary is provided at the end of the 
document for other interested readers. 


The government also publishes the Debt Management Report 
shortly after the release of the Public Accounts in the fall. Its focus 
is to report on the federal government’s debt operations over the 
previous fiscal year, and to provide detailed information on the govern- 
ment’s outstanding debt. 


DEBT MANAGEMENT STRATEGY 1999-2000 


Debt Management Framework 


This section outlines the federal government’s objectives in 
managing the federal debt and the key principles underlying the 
pursuit of these objectives. 


Debt management objectives 


In the current environment of declining market debt, the task of 
debt management is to refinance maturing debt. In this context, the 
debt management objectives are to: 


m provide stable, low-cost funding for the government; and 


™ maintain and enhance a_ well-functioning market for 
Government of Canada securities. 


Domestic debt management 


Principles 


= Funding required for the government’s domestic operations is 
raised in the domestic market. 


= The government borrows on a regular, pre-announced basis. 


m The government focuses on liquidity, transparency, regularity 
and market integrity in order to maintain a well-functioning 
market. 


m Given the key role played by federal government securities in 
Canada’s fixed-income market, adjustments to the domestic debt 
programs are made in consultation with market participants. 


General strategy 


m The debt stock is structured prudently to ensure reasonable cost 
stability under a range of potential interest rate environments. The 
target debt structure is not based on a particular interest rate 
outlook. 


m Large benchmarks in Treasury bills and Government of Canada 
bonds are maintained to provide market liquidity. 


= Bond benchmarks are built at the 2-, 5-, 10- and 30-year 
maturities, and a Real Return Bond benchmark is also maintained. 


m= The government maintains a broad investor base and active 
relations with investors and credit rating agencies. 


The funda- 
mental debt 
management 
objective is 

to provide 
stable, low-cost 
funding for the 
government. 


Foreign currency 
debt is issued 
to raise foreign 
exchange 
reserves. 


BUILDING TODAY FOR A BETTER TOMORROW 


Foreign currency debt management 


Principles 


mw The government borrows in foreign currencies as required to 
fund Canada’s foreign exchange reserves. 


General strategy 


m The government raises foreign exchange reserves through 
a range of programs, including short-term discount notes, 
medium-term notes, public bond issues and cross-currency swaps 
of domestic obligations. The liabilities are managed in conjunction 
with the assets to limit the cost of carrying reserves, and to main- 
tain a prudent maturity structure. 


DEBT MANAGEMENT STRATEGY 1999-2000 


Debt Management Environment 


Fiscal outlook: implications 


Over the past five years, Canadians and their governments have 
made tremendous fiscal progress, measured by both domestic and 
international standards. In 1993-94, the federal deficit was 
$42 billion and the net public debt as a share of gross domestic 
product (debt-to-GDP ratio) was rising. Canadians wanted their 
governments to act. The federal government responded with a 
measured and responsible plan to eliminate the deficit. That plan 
was based on a fundamental reform with accompanying reductions 
of program spending, complemented by a prudent approach to 
budget planning. 


The plan has worked. A budgetary surplus of $3.5 billion was 
recorded for 1997-98 — the first surplus since 1969-70. A balanced 
budget or better is expected for 1998-99. As well, the government 


is now committing to balanced budgets or better for both 
1999-2000 and 2000-01. 


The Debt Repayment Plan and continued economic growth will 
ensure that the debt-to-GDP ratio remains on a permanent down- 
ward track. The debt-to-GDP ratio is expected to fall to just under 
62 per cent by 2000-01, about 9 percentage points lower than the 
peak of 71.2 per cent five years earlier in 1995-96. 


The Debt Repayment Plan consists of three key elements: 
H™ two-year fiscal plans based on prudent economic planning 
assumptions; 


® the inclusion in the fiscal plan of an annual Contingency Reserve; 
and 


™@ the use of the Contingency Reserve, when it is not needed, to pay 
down the public debt. 


The budgetary deficit/surplus — the budgetary balance — 1s the 
most comprehensive measure of the government’s financial situa- 
tion as it includes liabilities incurred by the government regardless 
of when the actual cash payment is made. It is largely presented on 
an accrual basis of accounting. However, it is only one measure of 
the government’s financial position. 


The govern- 
ment’s plan 

to eliminate the 
deficit has been 
a success. 


The government 
is now commit- 
ting to balanced 
budgets or 
better for 

the next two 
fiscal years. 


The debt-to- 
GDP ratio is 
expected to fall 


-to just under 


62 per cent 
by 2000-01. 


Within the G-7, 
Canada was the 
first country to 
record a finan- 
cial surplus in 
this decade. 


The federal 
government 
is expected 
to continue 
reducing its 
market debt. 
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Another important measure is financial requirements/surplus. 
This measures the difference between cash coming into the govern- 
ment and cash payments made for programs and public debt 
charges during the year. Canada recorded a financial surplus of 
$1.3 billion in 1996-97, $12.7 billion in 1997-98, and on the basis 
of the current budget plan, is expected to record a surplus of 
$11.5 billion in 1998-99, 


Financial requirements/surplus are broadly comparable to the 
measures of the budgetary balance used by other major industrial- 
ized countries, including the United States. Within the G-7, Canada 
was the first country to record a financial surplus in this decade and 
only Canada and the United States are expected to continue to 
record financial surpluses over the near term. 


Financial requirements/surplus provide a broad indication 
of the change in market debt actually outstanding and held by 
investors. In 1997-98, the government retired $9.6 billion of market 
debt, and based on results to the end of December 1998, is expected 
to retire a similar amount in 1998-99, for a cumulative total of 
about $20 billion over the two years. With a commitment to a 
balanced budget or better in each of the next two years, which will 
result in financial surpluses, the stock of outstanding market debt 
is expected to continue to decline. However, the actual decline will 
depend not only on the government’s financial surplus but also 
on foreign exchange transactions and changes in the government’s 
cash balances. As a result, market debt programs will need to be 
gradually restructured. 


Changing debt structure and holdings 


In order to reduce exposure to unexpected changes in interest rates, 
the federal government has increased the portion of the debt in 
fixed-rate form! from 53 per cent, in 1993-94, to two-thirds in 
1998-99. The federal government is committed to maintaining a 
prudent debt structure. 


The federal government’s market debt is made up of four 
major components: marketable bonds, Treasury bills, retail non- 
marketable debt (primarily Canada Savings Bonds) and foreign 


' The fixed-rate share of the debt is the percentage of the gross debt that matures or 
is being repriced in more than 12 months. The target for the fixed-rate share of the 
debt is based on gross debt, which includes market debt and non-market debt. 
However, debt management activities focus on market debt only (see glossary for 
further information). 
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currency denominated debt. In recent years, the composition of 
the federal government’s market debt has undergone significant 
changes, with the share held in short-term instruments, primarily 
Treasury bills, declining, while the share held in longer-term instru- 
ments has increased. However, the composition of market debt is 
expected to remain largely the same over the next few years. The 
following chart shows the forecast composition of market debt for 
March 31571999. 


Forecast composition of federal market debt 
March 31, 1999! 
Foreign currency 


denominated debt 
9% 


Retail non- 
marketable 
debt 
6% 


Treasury 
bills 
19% 


Marketable 
bonds 
66% 
1Excluding bonds issued to the Canada Pension Plan. 


Federal government debt is held by a wide range of institutional 
and retail investors. Of note is the fact that non-resident holdings 
of Government of Canada debt have been steadily declining in the 
last few years, from a peak of 28 per cent of total market debt in 
1993 to less than 25 per cent today. 


Government of Canada securities market 


A well-functioning Government of Canada securities market provides 
low-cost financing for the government. It is also of general benefit to 
the domestic capital market, where benchmark federal securities are 
key investments. Because these securities are actively traded, they act 
as pricing and hedging tools in the fixed-income market. 


The mainte- 
nance of a 
well-functioning 
Government 

of Canada 
securities 
market remains 
a high priority 
for the federal 
government. 


The government 
will continue 

to pursue the 
principles of 
liquidity, trans- 
parency and 
regularity. 


The federal 
government 
supports the 
development of 
all aspects of a 
well-functioning 
market. 
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Liquidity, transparency, and regularity are the principles under- 
lying the maintenance of a well-functioning market. Borrowing in 
the domestic market on a regular, pre-announced basis and build- 
ing bond benchmarks, for instance, reflects these principles (further 
details of the 1999-2000 debt program plans are provided in a later 
section of this report). 


As market debt declines, a high priority for the federal govern- 
ment is maintaining the attractiveness of the Government of 
Canada market to investors. The objective is to ensure that 
the Government of Canada securities market continues to be one 
of the most liquid and efficient sovereign markets in the world, 
featuring tight bid-offer spreads, large transaction volumes and high 
turnover ratios. 


Initiatives taken in 1998-99 to ensure a well-functioning market 
include changes to the government’s auction rules and the develop- 
ment of an Investment Dealers Association (IDA) Code of Conduct. 
The modified auction rules reinforce the integrity of the auction 
process for Government of Canada securities, and encourage partic- 
ipation in auctions by reducing the potential for manipulative 
behaviour prior to and during auctions. The IDA Code of Conduct, 
which is actively supported by the federal government and the Bank 
of Canada, establishes standards for the trading of debt securities 
in the secondary market.? 


The federal government will continue to promote the develop- 
ment of the futures market for Government of Canada securities. 
The federal government’s and the Bank of Canada’s work with the 
Montreal Exchange and the investment community has contributed 
to the development of the highly successful futures contract based 
on 3-month bankers’ acceptance rates (the BAX contract) and 
active 10- and S-year Government of Canada bond futures 
contracts (the CGB and CGF contracts). 


The federal government and the Bank of Canada continue to 
support the development of a screen-based information system on 
prices and trades in the secondary market in Government of Canada 
securities. The system would help improve market price trans- 
parency in the secondary market. 


2 A liquid market is a market with good trading volumes, where trades of medium and 
even large sizes can be effected quickly without materially affecting the price. 


3 This initiative is directly linked to the auctions of Government of Canada securities 
through the new terms of participation in auctions for government securities 
distributors and customers. 
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1999-2000 Debt Management Strategy 


Providing stable low-cost financing -— maintaining a 
prudent debt structure and diversified investor base 


While market debt is being reduced, the stock nonetheless remains 
large. Canada’s debt stock is exposed to interest rate changes orig- 
inating in Canada and around the world. Interest rate shocks can 
significantly affect the level of annual debt charges, as the portion 
of debt that is rolling over must be issued at the new prevailing 
market interest rates. Some $216 billion of the federal market debt 
will be maturing or repriced over the 1999-2000 fiscal year. 


Maintaining a prudent debt structure is essential in protecting 
the government’s fiscal position from unexpected increases in inter- 
est rates, as well as moderating refinancing risk. A prudent debt 
structure is one that provides reasonable cost stability under a range 
of economic scenarios. Such a structure also maintains investor and 
credit rating agency confidence. 


The federal government’s target of two-thirds for the fixed-rate 
share of the debt, set at the beginning of the 1998-99 fiscal year, 
has been achieved. This means that a 100-basis-point increase in 
interest rates would now raise public debt charges by $0.9 billion 
in the first year; in the mid-1990s, the first-year impact of a 
100-basis-point increase was estimated at about $1.8 billion. As a 
result, the government can better manage unexpected changes in 
interest rates. 


The federal government is committed to maintaining a prudent 
debt structure by keeping the target fixed-rate share of the debt at 
two-thirds. Fluctuations in the ratio will periodically occur due to 
operational considerations such as large maturing benchmarks. 


A diversified investor base ensures that funding costs are kept 
low. The federal government pursues diversification of its investor 
base through the maintenance of a liquid and transparent domes- 
tic debt program, and internationally through the use of a broad 
array of sources of funds. In addition, Canada Investment and 
Savings, the government’s retail debt agency, provides diversifi- 
cation by offering savings products designed to suit the needs of 
individual Canadians. 


hal 


The government 
is committed to 
maintaining a 
prudent debt 
structure. 


The fixed-rate 
target of 
two-thirds of 


_ the debt has 


been achieved. 


A diversified 
investor base 

is maintained to 
ensure funding 
costs are 

kept low. 


Gradual adjust- 
ments to the 
debt programs 
will be made 

in consultation 
with market 
participants. 


The pilot 

bond buyback 
program will be 
extended into 
1999-2000. 


A possible 
Treasury 

bill program 
restructuring is 
under review. 
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Maintaining and enhancing 
a well-functioning market 


Debt program design 


To maintain transparency and regularity in its debt operations, the 
government will continue to borrow in the domestic market on a 
regular, pre-announced basis. This approach ensures market aware- 
ness of future debt operations, attracts a wide range of investors, 
and promotes liquidity. In 1999-2000, the government will continue 
to hold regularly scheduled quarterly auctions of 2-, S- and 10-year 
bonds, and semi-annual auctions for the 30-year bonds. Quarterly 
auctions of Real Return Bonds will also be held. 


To enhance liquidity in Government of Canada bonds, a pilot 
bond buyback program was implemented in 1998-99. The purpose 
of this program is to buy back existing less liquid bonds to support 
the maintenance of a liquid new bond issue market. By buying back 
less liquid bonds, the government’s ability to maintain its strategy 
of building large benchmark bonds at key maturities is facilitated. 


The pilot phase for the program will be extended into 
1999-2000. The bond program for 1999-2000 has been designed 
incorporating buyback activity. Buyback transactions will occur in 
conjunction with selected bond auctions and will be announced 
with the auction size. 


The Treasury bill program had to be adjusted significantly as 
the debt structure moved to a fixed ratio of two-thirds and follow- 
ing the success of the government in achieving financial surpluses. 
Treasury bill stock has declined from $166 billion at the end of fiscal 
year 1995-96 to $87 billion in December 1998. However, the 
impact of this decline on money market liquidity has been mitigated 
by growth in the bankers’ acceptance (BA), commercial paper (CP), 
forward rate agreements (FRA) markets, and by the existence of a 
liquid bankers’ acceptance futures contract (BAX). 


In order to enhance liquidity in the Treasury bill market, the 
federal government changed the Treasury bill issuance to a 
bi-weekly pattern (from weekly) in the fall of 1997. In the fall of 
1998, in expectation of a gradual continuing decline in the Treasury 
bill program size, the government commenced consultations with 
market participants regarding possible options for further Treasury 
bill program restructuring. These consultations are ongoing, and 
the government will announce its plans later in 1999. 
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The government also proposes to update the Financial 
Administration Act (FAA) through the 1999 budget legislation. The 
relevant sections of the FAA, which date back to the 1950s, need to 
be amended to modernize the federal government’s debt and risk 
management capabilities, and clarify borrowing authority and the 
authority for setting the terms of distribution of federal government 
securities. 


Looking further ahead, the government’s plan is to adjust 
domestic debt programs over time to maintain liquidity in the 
Government of Canada securities market. The government will be 
proceeding on a gradual basis, in close consultation with market 
participants. 


Foreign currency borrowing has become a more significant 
element of debt operations, reflecting the government’s announce- 
ment in the 1996 and 1998 budgets of its intention to raise the level 
of reserves, and the increased intervention activity in the foreign 
exchange market in 1998. There is an active array of funding 
programs, including Canada bills and Canada notes, Global and 
Euro bonds, and Euro Medium-Term Notes. 


Enhancing market integrity 


The federal government and the Bank of Canada have been 
working closely with market participants on a number of initiatives 
to enhance market integrity. 


In 1999-2000, the federal government and the Bank of Canada 
will be promoting adoption by institutional investors of a code of 
conduct similar to the one adopted by the Investment Dealers 
Association. 


The proposed amendments to the FAA to clarify the govern- 
ment’s authority for setting the terms of distribution of federal 
government securities are consistent with the changes in the 
auction rules made in 1998-99, which were directed at enhancing 
market integrity in the Government of Canada securities market. 


The federal government and the Bank of Canada will also 
continue to support improved secondary market price transparency. 
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Amendments 
will be proposed 
to the debt 
management 
provisions of 
the Financial 
Administration 
Act. 


Foreign debt 
operations 

will be driven 
by foreign 
exchange 
reserve needs. 


A number of 
initiatives will 
be pursued 

to ensure the 
integrity of the 
Government of 
Canada securi- 
ties market is 
maintained. 
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A note on the year 2000 issue 


Since the last months of debt management operations for fiscal 
year 1999-2000 will take place in the new millennium, the poten- 
tial impacts of the Year 2000 (Y2K) issue on debt operations have 
been carefully reviewed by the federal debt managers. 


The Bank of Canada is responsible for providing fiscal agency 
services for the federal government. The Bank began planning 
for the year 2000 in October 1996. In April 1997, an internal Y2K 
impact assessment was completed by the Bank, which indicated that 
its systems will be fully Y2K ready. 
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1999-2000 Federal Debt Programs 


The federal debt management strategy for each debt program is 
presented below. These plans are based on the 1999 budget outlook 
for financial surpluses (excluding foreign exchange transactions). 
The forecast is $5.0 billion for 1999-2000, and $7.0 billion for 
2000-01. 


The strategy has been developed in consultation with market 
participants. The federal government will continue to consult with 
market participants in fiscal year 1999-2000 on potential adjust- 
ments to maintain a well-functioning market in the changing debt 
management environment. 


The federal government uses a variety of instruments to fund 
its domestic operations: 


Fixed-rate marketable bonds 
Real Return Bonds (RRBs) 
Treasury bills 


m™ Retail non-marketable debt (primarily Canada Savings Bonds) 


The foreign currency borrowing program is used to fund Canada’s 
foreign exchange reserves. 


The following table shows the composition of the government’s 
market debt. 


Composition of federal market debt! 


March 31,1998 December 31, 1998 


(billions of C$) 
Fixed-rate marketable bonds 284.7 289.0 
RRBs 9.9 11.12 
Treasury bills 112.3 Sil 
Retail non-marketable debt 29.8 Keiale: 
Foreign currency denominated debt ZG 2 36.1 
Total 463.8 450.9 


Note: May not add due to rounding. 


1 March 1998 numbers are from the Public Accounts. December 1998 numbers are based on 
the Fiscal Monitor. Bonds issued to the Canada Pension Plan are not included. 


2 RRB numbers for December 1998 do not include consumer price index adjustment so far 
this fiscal year. 


ACD 


Plans for market 
debt programs 
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on the 1999 
budget outlook. 


The planned 
bond program 
for 1999-2000 
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$36 billion in 
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rating plans 
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buyback program. 
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for Real Return 
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growth. 


The Treasury 
bill program 
structure is 
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given its 
continuing 
gradual decline. 
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Fixed-rate marketable bonds 


Fixed-rate marketable Government of Canada bonds are issued in 
Canadian dollars and pay interest semi-annually. In 1999-2000, 
about $45 billion of bonds will be maturing. 


1999-2000 program 


@ The 1999-2000 bond program (i.e. gross issuance), which takes 
into account buyback operations, is planned to remain at a level 
similar to the 1998-99 program, which will be about $36 billion 
in total. 


= Regular, quarterly issuance of the 2-, S- and 10-year maturities 
and semi-annual issuance of the 30-year maturity will be 
maintained. 


m The bond auction calendar, containing dates for each bond 
maturity to be auctioned, will continue to be published prior to the 
start of each quarter. 


= To maintain liquidity, the target benchmark sizes for all matu- 
rities will be maintained at $7-10 billion. 


™ Buyback operations on a pilot basis will continue on selected 
bonds and auctions. 


Real Return Bonds (RRBs) 


The federal government plans to issue up to $2 billion in RRBs in 
1999-2000, building a new benchmark. The maturity of the new 
benchmark will be announced later in 1999. 


Treasury bills 


Based on the fiscal plan in the budget, the Treasury bill stock in 
1999-2000 is expected to fall by about S per cent, less sharply than 
in recent years. However, due to swings in the government’s cash 
needs, the decline will be greater in certain periods during the year. 


As noted earlier, in order to offset declining liquidity in the 
Treasury bill market, the government has commenced consultations 
with market participants on the program structure. Various options 
are under consideration, ranging from maintaining the status quo 
to changes to the frequency of issuance and changes in tranche 
structure. Consultations are ongoing and further details of the 
government’s plans will be announced later in 1999. 
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Retail debt 


Canada Investment and Savings (CI&S), the government’s retail 
debt agency, plays an important part in the government’s debt 
program, by targeting an investor base among the widest possible 
range of individual Canadians. Its long-term strategy is to provide 
products and services that will fulfil investor needs and encourage 
Canadians to invest in Canada. 


The retail debt plan will be released by CI&S later in 1999. 


Foreign currency debt programs 


Principal sources of funding for the exchange reserves will depend 
on market conditions, but are expected to include medium-term 
note issuance in various markets, cross-currency swaps of domes- 
tic obligations, outright purchases of U.S. dollars and occasional 
large international bond issues. Key considerations underlying 
the choice of funding instruments are asset and liability manage- 
ment, minimization of cost and maintenance of a prudent maturity 
structure. 


ef 


Retail debt is 
an important 
part of the 

government’s 
debt program. 


Foreign funding 
activity will be 
Spread across a 
range of funding 
sources. 
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Glossary 


bankers’ acceptance (BA): Short-term negotiable commercial paper 
issued by a non-financial corporation but guaranteed by a bank. 


BAX: See Futures contract. 


benchmark bond: Specific issue outstanding within each class of 
maturities. It is considered by the market to be the standard against 
which all other bonds issued in that class are evaluated. 


bid: Price a buyer is ready to pay. The bid-offer spread is the differ- 
ence between bid and offer prices. 


budgetary surplus: Occurs when government annual revenues 
exceed budgetary expenditures. A deficit is the shortfall between 
government revenues and budgetary spending. 


Canada bills: Canada bills are promissory notes denominated in 
U.S. dollars, issued for terms of up to 270 days. Canada bills are 
issued for foreign exchange reserve funding purposes only. 


Canada notes: Canada notes are promissory notes usually denom- 
inated in U.S. dollars and available in book-entry form. Notes 
can be issued for terms of nine months or longer, and can be issued 
at a fixed or a floating rate. Canada notes are issued for foreign 
exchange reserve funding purposes only. 


Canada Savings Bonds (CSBs): Currently offered for sale by most 
Canadian financial institutions to individual Canadians. CSBs pay 
a competitive rate of interest which is guaranteed for one or more 
years. They may be cashed at any time and, after the first three 
months, pay interest up to the end of the month prior to encash- 
ment. 


CGB: See Futures contract. 
CGF: See Futures contract. 


commercial paper: Short-term debt securities issued by non-financial 
corporations. 


Contingency Reserve: The Contingency Reserve is included in the 
budget projections primarily to cover risks arising from: (i) unavoid- 
able inaccuracies in the models used to translate economic assump- 
tions into detailed budget forecasts, and (ii) unpredictable events. 
The Contingency Reserve also provides an extra measure of 
back-up against adverse errors in the economic forecast. The 
Contingency Reserve is not a source of funding for new policy 
initiatives. 
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coupon: The interest rate specified on a bond when it is originally 
issued. 


discount notes: Short-term debt securities where the yield is 
provided through a discounted selling price relative to the face value 
of the note. 


Euro Medium-Term Notes (EMTNs): Medium-term notes issued 
outside the United States and Canada. EMTNs are issued for 
foreign exchange reserve funding purposes only. 


Exchange Fund Account: A fund maintained by the Government of 
Canada for the purpose of promoting order and stability of the 
Canadian dollar on the foreign exchange market. This function is 
fulfilled by purchasing foreign exchange (selling Canadian dollars) 
when there is upward pressure on the value of the Canadian dollar 
and selling foreign exchange (buying Canadian dollars) when there 
is downward pressure on the currency. 


financial requirements/surplus (excluding foreign exchange trans- 
actions): Measures the difference between the cash received by the 
government and cash payments made. In the case of a financial 
requirement, it is therefore the amount of new borrowing required 
from outside lenders to meet the government’s financing needs in 
any given year. 


fixed-coupon marketable bond: A market debt instrument issued 
by the Government of Canada and sold via public tender. These 
issues have a specific maturity date and a specified interest rate. All 
Canadian dollar marketable bonds pay a fixed rate of interest 
semi-annually and are non-callable. They are transferable and hence 
can be traded in the secondary market. 


fixed-rate debt: The share of the gross debt that is maturing or being 
repriced in more than twelve months. 


foreign exchange reserves: Stocks of foreign exchange assets (e.g., 
interest earning bonds) held by sovereign states to support the value 
of the domestic currency. Canada’s foreign exchange reserves are 
held in a special account called the Exchange Fund Account. 


forward rate agreement (FRA): Short-term interest rate guarantee 
instruments that are negotiated by two parties, one of which is typi- 
cally a chartered bank. 
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futures contract: Agreement to buy or sell a financial instrument at 
a particular price, for a specific quantity, on a stipulated future date. 
Fixed-income futures contracts are traded in the futures market at 
the Montreal Stock Exchange. The key fixed-income futures 
contracts are the S- and 10-year Government of Canada bond 
futures contracts (the CGF and the CGB contracts) and the bankers’ 
acceptance contracts (BAX). 


gross public debt: Total amount the government owes. It consists 
both of market debt in the form of outstanding securities such as 
Treasury bills and Canada Savings Bonds, and internal debt owed 
mainly to the superannuation fund for government employees and 
other current liabilities. 


hedge: A transaction intended to reduce the risk of loss from price 
fluctuations. 


interest bearing debt: Consists of unmatured debt, or market debt, 
and the government’s liabilities to internally held accounts such as 
federal employees’ pension plans. 


market debt: For debt management purposes, market debt is 
defined as the portion of debt that is funded in the public markets 
and includes marketable bonds, Treasury bills, retail debt (primar- 
ily Canada Savings Bonds) and foreign currency denominated 


bonds and bills. 


market transparency: Within the context of debt management, 
characterization of a bond market where debt management strate- 
gies and operations are visible and well understood by market 
participants. 


net public debt: Consists of interest bearing debt and other liabili- 
ties, net of financial assets. 


non-market debt: Includes the government’s internal debt which is 
for the most part federal public sector pension liabilities, the govern- 
ment’s current liabilities (such as accounts payable, accrued liabili- 
ties, interest and payment of matured debt), and bonds issued to the 
Canada Pension Plan. 


primary market: Market for new issues of securities. 


Real Return Bonds (RRBs): Government of Canada RRBs pay 
semi-annual interest based upon a real interest rate. Unlike standard 
fixed-coupon marketable bonds, interest payments on RRBs are 
adjusted for changes in the consumer price index. 
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secondary market: Market where securities are bought and sold 
subsequent to original issuance. 


sovereign market: Market for the debt issued by a government. 


swap: An agreement that exchanges one type of return for another 
(e.g., a fixed for a floating rate of interest). 


tranche: A portion of a bond offering, delineated by maturity. 


Treasury bills: Treasury bills are short-term obligations, sold by 
public tender. Treasury bills with terms to maturity of three, six, or 
twelve months are currently auctioned on a bi-weekly basis. 


turnover ratio: Volume of securities traded as a percentage of total 
securities outstanding. 
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Foreword by the Minister of Finance 


I am pleased to table for the first time before Parliament the Debt Management 
Strategy of the Government of Canada for fiscal year 2000-01. Previously, the 
Debt Management Strategy was released only as an annual publication of 

the Department of Finance Canada. 


Effective management of the federal debt is important to all Canadians as the 
cost of servicing the debt currently takes about 26 cents of each dollar of revenue 
collected by the federal government, down from 33 cents when this government 
took office. 


Fulfilling its ongoing commitment to sound financial management, the Government 
expects to report a balanced budget or better in 1999-2000. In addition, the 
Government committed in the 2000 budget to maintain balanced budgets or better 
in 2000-01 and 2001-02. This will mean five consecutive years of balanced budgets 
or surpluses, a performance not matched in the last 50 years. As a result, the 
debt-to-GDP ratio, a measure of the debt against the size of our economy, will 
continue to fall. This is important because the lower the ratio, the more 
manageable the public debt. 


That being said, the level of debt remains significant. It is thus important to 
ensure that debt servicing costs are kept low and stable. Key elements of the 
debt strategy to that end are maintaining a prudent debt structure and ensuring 
a well-functioning market for Government of Canada securities. 


The Debt Management Strategy provides comprehensive information on the 
federal government’s debt management strategy for the coming fiscal year. The 
Government’s intention in tabling this document is to ensure parliamentarians, 
market participants and indeed all Canadians are aware of the strategy and 

the results it is intended to achieve. 


The Honourable Paul Martin, P.C., M.P. 
Minister of Finance 
Ottawa, March 23, 2000 
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The 
fundamental 
debt 
management 
objective is 

to provide 
stable, low-cost 
funding for 

the Government. 


Debt Management Framework 


This section outlines the federal government’s objectives in managing the federal 
debt and the key principles underlying the pursuit of these objectives. (To assist 
readers who are unfamiliar with the technical terminology of debt management, 
a glossary is provided at the end of this document. ) 


Debt Management Objectives 


With the Government’s commitment to balanced budgets or better, the current 
focus of debt management is to refinance maturing debt. 


The fundamental objective of debt management continues to be to provide 
stable, low-cost funding for the Government. 


~ Arelated important objective is to maintain a well-functioning market for 
Government of Canada securities. 


Domestic Debt Management 
Principles 


~ Consistent with the practice of many sovereigns, funding for the 
Government’s domestic financial requirements is raised in the domestic market 
in Canadian dollars. 


In order to maintain a well-functioning domestic market and keep borrowing 
costs low, the Government focuses on the key aspects of transparency, liquidity 
and regularity. For this reason, the Government borrows in the market on 

a regular, pre-announced basis and builds large bond benchmarks. 


Given the key role played by federal government securities in Canada’s 
fixed-income market, market participants are consulted extensively on the 
Government’s debt strategy and adjustments to its domestic debt programs. 


General Strategy 


The primary focus of the Government’s debt management strategy is the 
structure of the debt, as the exposure to changes in interest rates inherent 

in the maturity profile of the debt stock can impact debt servicing costs. The 
Government structures the debt prudently to provide reasonable cost stability 
under a range of potential interest rate environments and a moderate level 

of regular financing operations. The target debt structure is not based on a 
particular interest rate outlook. 


Large benchmarks in Treasury bills and Government of Canada bonds are 
maintained to promote market liquidity. 


Bond benchmarks are built at the 2-, 5-, 10- and 30-year maturities, and a 
Real Return Bond benchmark is also maintained. 


The Government maintains a diversified investor base and active relations 
with investors and credit rating agencies. 
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Borrowings 

in foreign 
currencies 
fund Canada’s 
foreign 
exchange 
reserves. 
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Foreign Currency Debt Management 


Principles 


Foreign currency borrowings by the Government fund Canada’s foreign 
exchange reserves. 


Major risks, including currency and interest rate risk, are largely immunized 
by investing borrowings in matching assets of high credit quality. 


General Strategy 


The Government finances foreign exchange reserves through a range of 
programs, the use of which is determined by asset portfolio objectives, cost, 
maturity profile and market conditions. 


In general, there is a modest cost to holding reserves, as the yield on high 
quality assets is less than the cost of funding. Liabilities are managed in 
conjunction with the reserve assets to limit the cost of holding reserves and 
to maintain a prudent maturity structure to limit refinancing needs. 


The Government’s foreign exchange reserves are held predominantly 
in US dollars, supplemented by euro- and yen-denominated reserves. 


The 
Government 
is committed 
to a balanced 
budget or 
better based 
on prudent 
planning 
assumptions. 


The public 
debt burden 
is expected 
to decline 
over time. 


Debt Management Environment 


Fiscal Outlook 
Budgetary Balance 


The Government's fiscal policy sets the context for debt management operations. 
Fulfilling its ongoing commitment to maintain sound financial management, the 
Government expects to report a balanced budget or better in 1999-2000. The 
Government will continue to follow a prudent approach to budget planning, 
backed by a $3-billion Contingency Reserve and economic prudence, and has 
committed to maintain balanced budgets or better in 2000-01 and 2001-02. This 
will mean five consecutive years of balanced budgets or surpluses — a performance 
not matched in the last 50 years. 


Given the outlook for balanced budgets, over the next two years the stock of 
public debt is expected to remain unchanged at its 1998-99 level. However, this 
projection does not take into account the Contingency Reserve. Consistent with 
the Debt Repayment Plan, the Government will continue to use the Reserve to 
reduce the public debt in those years when it is not required. The Plan and 
sustained economic growth will ensure that the debt-to-GDP (gross domestic 
product) ratio — the level of debt in relation to the country’s annual income — 
remains on a permanent downward track. From a peak of 71.2 per cent in 1995-96, 
the debt-to-GDP ratio is expected to fall to about 55 per cent by 2001-02 and to 
below 50 per cent in 2004-05. Lowering the debt-to-GDP ratio remains a key 
objective of the Government’s fiscal policy. 


The Debt Repayment Plan 


The prudent approach to budget planning contained in the Government’s 
Debt Repayment Plan will continue. This entails: 


continuing to use the average of private sector economic forecasts for 
budget planning purposes; 


continuing the practice of setting aside an annual $3-billion Contingency 
Reserve which, if not needed, will be used to pay down the public debt; and 


continuing to add an extra degree of economic prudence to provide further 
assurance against falling back into a deficit. 


Financial Balance 


The key budgetary measure for debt management planning is the financial 
balance (see the box on the next page). In general, balanced budgets can be 
expected to reduce market debt (see page 12 for a description of market debt) 
as they are normally accompanied by financial surpluses. However, the precise 
relationship between the budgetary balance and financial balance will vary from 
year to year, as it depends in part on the level of a number of non-budgetary 
transactions. It also depends on the timing of cash payments — cash payments 
may be made in one year for liabilities incurred in a different year. 
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A number of 
extraordinary 
cash payments 
and public 
sector pension 
reform will 
give rise to 

a financial 
requirement 
in 2000-01. 
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The Government is projecting a financial surplus of $8.0 billion for 1999-2000, 
while a financial requirement of $5.0 billion is projected for 2000-01. The change 
from financial surplus to requirement reflects a number of factors, including public 
sector pension reform and several extraordinary cash payments that will also arise 
in 2000-01. Of note, the reforms to public sector pension plans will permanently 
reduce the difference between the budgetary balance and financial balance. With 
the ending of the special payments, a financial balance is projected for 2001-02. 


The primary reason the Government is forecasting a financial requirement in an 
environment of a balanced budget is that there will be a number of extraordinary 
cash payments in 2000-01, the liabilities for which were included in the budgetary 
balance in prior fiscal years. These include payments associated with the pay 
equity settlement and the Canada Health and Social Transfer cash supplement to 
a third-party trust. 


In addition, the reform of public sector pension plans becomes effective 

April 1, 2000. Under this reform, government and employee contributions to the 
pension plans will be invested in financial markets rather than included as part of 
non-budgetary transactions. This will reduce the non-budgetary source of funds by 
at least $3.5 billion per year. As well, a number of Crown corporations, which are 
currently members of the public sector pension plan, will be establishing their own 
pension plans and will receive in cash over the next two fiscal years the accrued 
value of their share of the plan. 


The Budgetary Balance and Financial Balance 


The budgetary balance — deficit/surplus — is one measure of the Government’s 
financial situation. It is largely presented on an accrual basis of accounting in 
that it includes liabilities incurred by the Government regardless of when the 
actual cash payment is made. 


The financial balance — requirements/surplus — provides a measure of the 
net cash requirements needed to fund the Government’s programs and debt 
charges during the year. The difference between the financial balance and 
the budgetary balance is due to a number of non-budgetary transactions 
that provide funds to the Government. Non-budgetary transactions convert 
the accrual-based concepts in the budgetary balance to cash-based financial 
requirements. The largest of the non-budgetary transactions are the 
government employee pension accounts. 


Excluding foreign exchange requirements, the federal government recorded 
a financial surplus in each of the last three years — $1.3 billion in 1996-97, 
$12.7 billion in 1997-98 and $11.5 billion in 1998-99. 


The net financial balance includes foreign exchange transactions, which 
represent all transactions in international reserves held in the Exchange 
Fund Account. Including these transactions, the Government recorded a net 
financial requirement of $6.5 billion in 1996-97, and a surplus in each of the 
two following years — $10.6 billion in 1997-98 and $5.8 billion in 1998-99. 


The 
Government 
ensures that it 
holds a prudent 
level of foreign 
exchange 
reserves. 


No additional 
market 
borrowing is 
expected to 
be required 

in 2000-01. 


Foreign Exchange Transactions 


The Government’s net financial balance is the domestic financial balance less 
foreign exchange transactions. 


In recent years, the Government’s commitment to raise the level of international 
reserves, announced in the 1996 and 1998 budgets, as well as increased 
intervention activity in the foreign exchange market, particularly in 1998, has 
meant that foreign exchange transactions have become a somewhat larger, 
although still modest, element of debt operations. These activities have resulted in 
a reduction in the financial surplus. However, to the extent that they increase 
Canada’s foreign exchange reserves, these transactions do not change the level 

of the net public debt. Foreign reserves are assets of the Government, thus 
offsetting foreign exchange liabilities. 


Market Debt Impact 


A total of $16.4 billion in market debt was retired in 1997-98 and 1998-99. 
Additional market debt retirement is projected for 1999-2000, bringing total 

debt retirement over this three-year period to around $20 billion. While market 
debt is generally on a downward track, it is expected to remain largely unchanged 
in 2000-01 due to the public sector pension reform and extraordinary cash 
payments. The projected financial requirement of $5 billion in 2000-01 is expected 
to be met without additional borrowing. Strong financial results in 1999-2000 

have allowed the Government to position itself to meet the large expenditures in 
2000-01 by increasing domestic cash balances. If necessary, the Government can 
draw on the existing amount of $4 billion in non-lapsing borrowing authority. 


Borrowing Authority 


Under the Financial Administration Act, the Government has standing 
authority to refinance market debt maturing in a fiscal year. 


Parliamentary approval must be obtained to raise new debt, in the form of 
a borrowing authority bill. 


Currently, available borrowing authority is limited to a $4-billion non-lapsing 
contingency under the 1996-97 Borrowing Authority Act. 
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Debt Structure and Holdings 


Debt management operations focus primarily on market debt, which is only one 
component of the total public debt. The other component — non-market debt — 
is taken into account in debt strategy planning, but is not actively managed. 
Non-market debt includes federal public sector pension liabilities and the 
Government’s current liabilities. 


The federal government’s market debt consists mainly of fixed-rate marketable 
bonds, Real Return Bonds (RRBs), Treasury bills (T-bills), retail non-marketable 
debt (Canada Savings Bonds [CSBs] and Canada Premium Bonds [CPBs]) and 
foreign currency denominated debt. The composition of the federal government’s 
market debt has remained relatively stable in recent years, following a period of 
significant change in the mid-1990’s, when the share of market debt held in 
short-term instruments (e.g. T-bills) declined and the share held in longer-term 
instruments (e.g. fixed-rate marketable bonds) increased. 


The chart below illustrates the relationships between the components of 
public debt. 


Total Public Debt as at January 31, 2000 
(in millions of dollars) 


Gross public debt 
$635,882 


Market debt 
$457,739 
(e.g. fixed-rate marketable bonds, 
RRBs, T-bills, CSBs, CPBs, 
foreign debt) 


Less 
financial assets 
$70,926 
(cash, reserves, loans) 


Non-market debt 
$178,143 
al (pensions and other accounts, 
other liabilities) 


Net public debt 
$564,956 


Sit RR iit ec 


Distribution of Domestic Holdings of 
Government of Canada Market Debt 


Persons, 
unincorporated 
All levels of businesses 
government 10% Non-financial 
6% corporations 
Public and 3% 
other financial 


Bank of Canada 
8% 


institutions 
23% 


Chartered banks 
20% 


Life insurance, 
pension funds 
28% Quasi-banks 

2% 


Source: Statistics Canada, National Balance Sheet Accounts — 1998. 


'Includes investment dealers, mutual funds, fire and casualty insurance companies, sales, finance and consumer 
loan companies, accident and sickness branches of life insurance companies, other private financial institutions 
(not included elsewhere), federal public financial institutions, and provincial financial institutions. 


A wide range of institutional and retail investors hold federal government debt. 
Non-resident holdings of Government of Canada debt have been declining in the 
last few years, decreasing from a peak of 28 per cent of total market debt in 1993 
to around 23 per cent today. The decline was notable in 1999 in the prevailing 
financial surplus environment. 
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The debt 
structure target 
is reviewed 
annually. 

For 2000-01, 
the target 
fixed-rate share 
of the debt will 
be maintained 
at two-thirds. 
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2000-01 Debt Management Strategy 


Raise Stable, Low-Cost Financing 
Maintaining a Prudent Debt Structure 


While the Government’s fiscal position has improved considerably in recent years 
with the elimination of the deficit, the stock of outstanding debt remains large. 
Moreover, Canada’s debt stock is exposed to interest rate changes originating in 
Canada and around the world. Interest rate shocks can significantly affect the level 
of annual debt charges, as the portion of debt that is rolling over must be issued at 
the new prevailing market interest rates. Some $248 billion in federal market debt 
will be maturing or repriced over the 2000-01 fiscal year. 


Determining the Debt Structure Target 


Given the large stock of outstanding debt, the Government’s debt strategy aims 

to strike a balance between keeping debt service costs low and stable over time, 
while ensuring that a well-functioning market for Government of Canada securities 
is maintained. A prudent debt structure is maintained to limit exposure to 
unexpected changes in interest rates and ongoing refinancing requirements, 
which serves to maintain investor and credit rating agency confidence. 


The Government has put in place a prudent debt structure by altering the term 
structure of its debt, specifically by issuing more long-term debt and less 
short-term debt. While there are a number of indicators that can be used to assess 
the debt structure, the Government’s chosen target is the share of interest-bearing 
debt issued at fixed rates (i.e. maturing or repricing beyond one year). Thus, 
greater stability of debt servicing costs has been achieved over the past several 
years by increasing the share issued at fixed rates from about 50 per cent in 
1992-93 to about two-thirds in 1998-99, where it currently stands, bringing the 
term structure of the debt in line with other major sovereign borrowers. 


As part of debt strategy planning, the debt structure target is reviewed annually 
to assess its ongoing suitability given changes in the fiscal and economic 
environment, and to ensure that it remains consistent with the best practices of 
other sovereign borrowers. For 2000-01, the target fixed-rate share of the debt 
will remain at two-thirds. A discussion of the costs and benefits of the target 
debt structure is provided in the box on the next page. 


Implications of the Target Debt Rate Structure 


One benefit of increasing the fixed-rate share of the debt to two-thirds is that 
it ensures that the debt stock is less sensitive to changes in interest rates. A 
100-basis-point increase in interest rates would now raise public debt charges 
by $0.9 billion in the first year; in the mid-1990s, when 57 per cent of the debt 
was at fixed rates, the first-year impact of a 100-basis-point increase in interest 
rates was estimated at about $1.8 billion. 


The long-term costs of maintaining a prudent debt structure are impossible 
to predict, since interest rates will change significantly over time due to both 
internal and external developments. Using current interest rates, maintaining 
a higher fixed-rate share of debt gives rise to increased debt service costs for 
the Government since short-term funds are currently cheaper than long-term 
funds. By way of illustration, debt servicing costs would differ by $110 million 
next year with a 5-percentage-point difference in the debt structure. In other 
words, given the forecast for interest rates contained in the budget and the 
current maturity profile of various types of government debt, the cost of a 
5-per-cent higher fixed stock (72 per cent) would be $110 million more next 
fiscal year than the two-thirds target structure, while a 5-per-cent lower fixed 
stock (62 per cent) would result in a reduction of debt costs of $110 million 
over the next fiscal year. 


Under a worst-case scenario of significantly higher interest rates that 
continue for some time, debt service costs under the current structure would 
be less affected than under a higher floating-rate structure. In order to limit 
the potential impact of such a scenario on the fiscal plan, the Government has 
adopted a more prudent structure, similar to that maintained by other 
comparable sovereigns. 


The Government continuously improves the quality of its debt strategy 
modelling and uses a variety of planning tools. Among them is sophisticated 
cost sensitivity analysis of the target debt structure, which demonstrates that 
there are particular benefits to a two-thirds fixed-rate target debt structure. 
The analysis of a wide distribution of future interest rate scenarios indicates 
that, under the two-thirds structure, unexpected changes in interest rates 
over a five-year horizon should not disrupt the fiscal plan. Specifically, the 
analysis indicates that the two-thirds fixed-rate structure is highly likely to 
limit the fiscal impact of interest rate shocks to less than the $3-billion 
Contingency Reserve. 


A further benefit of maintaining the fixed debt structure at two-thirds is that it 
ensures that regular access to markets via Treasury bills is kept at a reasonable 
level. In 1995, when the fixed-rate share of the debt was at 55 per cent, the 
Government was required to refinance, on average, $8 billion per week in 
maturing Treasury bills. Today, the Government only needs to refinance 

$4 billion per week. At the same time, the one-third share of floating-rate debt 
helps to keep debt servicing costs low, provided short-term rates remain lower 
than long-term rates. 


A dwwersified 
investor base 
is maintained 
to ensure 

funding costs 
are kept low. 


Maintaining 

a well- 
functioning 
Government 
of Canada 
securities 
market remains 
a high priority 
for the federal 


government. 


The 
Government 
will continue 
to maintain 
the principles 
of liquidity, 
transparency 
and regularity 
in its debt 
programs. 


Maintaining a Diversified Investor Base 


Maintaining a diversified investor base is also an important factor in ensuring 
that funding costs are kept low. The federal government pursues diversification 
of its investor base through the maintenance of a liquid and transparent domestic 
wholesale debt program and internationally through the use of a broad array of 
sources of funds. In addition, Canada Investment and Savings, the Government’s 
retail debt agency, contributes to the maintenance of a diversified investor base 
by offering savings products designed to suit the needs of a large number of 
individual Canadians. 


Maintain and Enhance a Well-Functioning Market 


Maintaining a well-functioning Government of Canada securities market, by 
focusing on the key aspects of liquidity, transparency and regularity, remains 

a high priority for the federal government in the general environment of declining 
market debt. A well-functioning Government of Canada securities market 
provides low-cost financing for the Government by promoting broader 
participation in the market. It is also of general benefit to the domestic capital 
market, where benchmark federal securities are key investments; because they 
are actively traded, these securities act as pricing and hedging tools in the 
fixed-income market. 


The federal government actively pursues initiatives designed to ensure that the 
quality and integrity of the Government of Canada securities market is maintained, 
and that the market continues to be one of the most liquid and efficient sovereign 
markets in the world, featuring tight bid-offer spreads, large transaction volumes 
and high turnover ratios. 


The federal government pursued a number of initiatives in 1999-2000, including: 


reviewing the structure of the Treasury bill program to ensure it continues to 
function well; 


continuing the pilot buyback program to support the maintenance of a liquid 
new bond issue market; 


changing the Financial Administration Act to modernize the federal 
government’s risk and debt management capabilities; and 


supporting the development of improved secondary market price transparency. 


2000-01 Debt Program Initiatives 
Outlook for Market Debt 


Over the next few years, the composition of market debt is expected to remain 
largely unchanged. In 2000-01, debt programs will operate at approximately the 
same levels as in 1999-2000. 


To help 
maintain 
liquidity in the 
Government 
of Canada 
securities 
market, 

the target 
benchmark sizes 
for key 5-, ro- 
and 30-year 
bonds will be 


increased. 
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Forecast Composition of Market Debt 
March 31, 2000° 


Foreign 
Retail SEs debt 
7% 
non-marketable 


debt 
6% 


Treasury bills 
22% 


Marketable bonds 
65% 


? Excluding bonds issued to the CPP. 


Domestic Debt Programs 


In 2000-01, bond and Treasury bill programs are expected to operate at levels 
similar to those in 1999-2000. No restructuring of domestic debt programs is 
anticipated in the near term. 


To maintain transparency and regularity in its debt operations, the Government 
will continue to borrow in the domestic market on a regular, pre-announced basis. 
This approach ensures market awareness of future debt operations, attracts a 
wide range of investors and promotes liquidity. In 2000-01, the Government will 
continue to hold regularly scheduled quarterly auctions of 2-, 5- and 10-year 
bonds, and semi-annual auctions for the 30-year bonds. Quarterly auctions of 
Real Return Bonds will also be held. 


To help maintain liquidity in the Government of Canada securities market, the 
target benchmark sizes for 5-, 10- and 30-year bonds will be increased from 
$7-$10 billion to $9-$12 billion. (The target for 2-year bonds will be maintained 

at $7-$10 billion.) This change balances market participants’ desire for larger 
benchmarks with the Government’s ability to manage large cash flows at maturity. 
(A list of outstanding Government of Canada bonds, including maturity dates, can 
be found in the Debt Management Report — 1998-99, which is available on the 
Department of Finance Canada Web site at www.fin.gc.ca.) 
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The pilot 
bond buyback 
program 

will be 
implemented 
on an ongoing 
basis in 
2000-01. 


Bond Buyback Program 


To enhance the liquidity of Government of Canada securities, a pilot bond buyback 
program was implemented in 1998-99. The program allows the Government to buy 
back existing, less liquid bonds, financed through the issuance of new bonds, thus 
supporting a liquid new bond issue market. 


An evaluation of the pilot program, which included feedback from market 
participants, indicates that the program has been successful in meeting its 
objectives and has been generally helpful to the market. As a result, the 
Government is implementing the bond buyback program on an ongoing basis in 
2000-01. The current reverse auction system on a cash settlement basis will be 
maintained, with bond buybacks expected to continue to occur on the same 
day as regular auctions. Buyback transactions used for liquidity maintenance 
purposes will be announced with the quarterly bond auction. 


The size of the buyback program and the number of transactions will depend 

on a number of factors, including general market conditions and the outlook for 
the financial balance. As long as the objective of the program remains focused on 
the maintenance of primary issuance, activity under the program for the next few 
years will remain modest. Should the program be used for other purposes, 

the activity level would change — in 2000-01, the use of debt buybacks for cash 
management purposes will be assessed (more details are provided on page 23). 


Stripping and Reconstitution of Bonds 


Stripping involves separating bonds into individual interest and principal payment 
components. Investors choose to strip securities to create new investment 
products that better match their objectives. Reconstitution is the exact opposite 
of stripping, and involves combining the stripped components to obtain the 
underlying security, when it has particular value relative to other securities. 


The Investment Dealers Association of Canada has recommended that the 
Government allow bonds that have been stripped to be reconstituted above the 
original amount previously stripped by book-entry. The potential benefit of this 
activity would be to supplement the level of liquidity in current benchmark bonds. 
Currently, reconstitution of Government of Canada bonds is allowed only up to the 
amount stripped by book-entry form in The Canadian Depository for Securities 
Limited. The Government has conducted consultations with a number of market 
participants and will be reviewing this proposal in early 2000. 


The 
Government 
remains 
committed 

to maintaining 
a prudent and 
appropriate 
level of foreign 
exchange 
reserves. 


Foreign 
currency debt 
operations 
are driven 

by foreign 
exchange 
reserve needs. 


Market Integrity 


The federal government and the Bank of Canada will continue to work closely 
with market participants on initiatives to enhance market integrity and 
transparency. The Government supports further refinements of the CanPx system 
for the real-time publication of inter-dealer prices. 


Electronic Commerce 


Electronic commerce (e-commerce) in wholesale fixed-income markets is growing 
rapidly internationally. In Canada, the federal government has a strong interest in 
wholesale market e-commerce initiatives which promote the maintenance of 
liquid and efficient domestic fixed-income markets. The Government and market 
participants in Canada are discussing proposals made by securities regulators on 
the regulation of alternative trading systems in the fixed-income markets, as these 
proposals could have a material impact on transparency and liquidity. 


Foreign Debt Programs 
Foreign Exchange Reserve Assets 


Reflecting the Government’s commitment to raise the level of international 
reserves, foreign borrowing has become a somewhat larger, although still modest, 
element of debt operations. In the 1996 budget, the Government indicated its 
intention to increase Canada’s foreign exchange reserves, in response to increased 
flows in foreign exchange markets and to maintain a prudent level of liquid 
reserves in line with comparable countries. This commitment was reaffirmed in 
the 1998 budget. Canada’s foreign exchange reserves have more than doubled 
from US$14.8 billion at the end of March 1995 to US$29.9 billion at the end of 
February 2000. With these increases, the Government has made substantial 
progress in ensuring that it has a prudent level of foreign exchange reserves 

that is in line with that of other comparable sovereigns. Further details on the 
management of international reserves are available in The Exchange Fund 
Account Annual Report, which is available from Public Works and Government 
Services Canada. 


Funding Foreign Exchange Reserves 


The Government has access to a wide range of sources to fund its foreign 
exchange reserves. These sources include a short-term US-dollar discount note 
program, medium-term note issuance in various markets, cross-currency swaps 
of domestic obligations, international bond issues, and purchases of US dollars in 
foreign exchange markets. Cross-currency swaps have been a particularly cost- 
effective alternative to foreign currency denominated bond issues, and have been 
actively used in recent years. Swap activity involves the exchange of contractual 
obligations (e.g. the exchange of a principal amount of currency and periodic 
interest payments, and a commitment to re-exchange the principal amount at 
maturity), and thus exposes the Government to the risk of counterparty default. 
The Government manages the counterparty credit exposure associated with 
cross-currency swaps in a prudent manner. 


Purchases 

of foreign 
exchange 

and the use of 
cross-currency 
swaps to 

fund reserves 
will be 


continued. 


Foreign exchange liabilities have grown significantly in recent years, in 

particular during 1998-99, a period of extensive foreign exchange intervention and 
important commitments to the International Monetary Fund. As a result, foreign 
exchange liabilities grew to exceed foreign currency assets in the Exchange Fund 
Account. Purchases of US dollars in foreign exchange markets, as one of the 
funding sources of the Government for its foreign exchange reserves, are being 
used to reduce the mismatch between foreign currency liabilities and assets. The 
Government plans to continue to bring foreign currency liabilities more in line 
with foreign currency assets in a gradual and prudent manner over time. 


The Government was less active in public foreign markets last year than in 
previous years, as purchases of US dollars and cross-currency swaps of domestic 
obligations served as the primary sources of funding. These sources were 
supplemented by one large US dollar global bond issue, which was executed 

in response to favourable market opportunities. 


Table 1 
Sources and Requirements of Foreign Exchange Reserves, 
April 1 — December 31, 1999 


(billions of US dollars) 
Sources of reserves: 


Purchases of US dollars 3.8 
Cross-currency swaps 25 
Public market borrowings 2.0 
Total sources 8.6 


Foreign exchange reserve requirements: 


Net maturing debt (3.9) 
Net foreign exchange debt charges (0.2) 
Government requirements and other (0.7) 
Requirements (4.8) 
Increase in foreign exchange reserves 3.8 


In 2000-01, as in previous years, the mix of funding sources will depend on 

a number of considerations, including relative cost, market conditions and 
opportunities, and the desire to maintain a prudent foreign-denominated debt 
maturity structure. 


Buybacks 

will be assessed 
for cash 
management 
purposes 
begining in 
2000 -OL. 


Management of the Government’s Cash Balances 


The Government manages its cash balances in order to ensure that it has sufficient 
cash on hand to meet its daily operational requirements, which can at times be 
volatile and difficult to forecast. Thus, substantial cash balances are often held. 


Cash Management Framework 


The Department of Finance and the Bank of Canada are consulting with market 
participants on changes to the cash management system framework. Currently, 
cash balances are invested as term deposits with direct participants in the 

Large Value Transfer System. Deposits are placed with the institutions through 

an auction process in order to earn competitive market rates of return. Changes 
under consideration include broadening access to bidding for balances, and 
introducing a credit framework to govern the investment process. The Department 
of Finance and the Bank of Canada are preparing a public discussion paper on 

this initiative. 


Bond Buybacks for Cash Management 


In 2000-01, an expansion of the existing bond buyback program to include cash 
management will be assessed. In contrast to the buyback program for liquidity 
maintenance purposes, this would involve buying back maturing bonds. These 
bond buybacks would help in smoothing the Government’s debt repayment 
schedule, allowing greater control over cash balances and ongoing borrowing 
requirements. These potential operations will be discussed with market 
participants during the year. 
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Plans for 
market debt 
programs 
are based on 
the 2000 


budget outlook. 


The planned 
level of 
issuance for 
the fixed-rate 
marketable 
bond program 
in 2000-01 
will be similar 
to that of 
1999-2000. 


The target for 
Real Return 
Bonds will be 
maintained. 


2000-01 Federal Debt Programs 


The federal debt management strategy for each debt program is presented 
below. The strategy is based on the 2000 budget outlook for financial surpluses 
(excluding foreign exchange transactions): the forecast is for a surplus of 

$8 billion for 1999-2000 and a financial requirement of $5 billion for 2000-01. 


The plan has been developed in consultation with market participants. The federal 
government will continue to consult with market participants in fiscal year 
2000-01 on potential adjustments in order to maintain a well-functioning market 
in the changing debt management environment. 


The federal government uses a variety of instruments to fund its domestic 
operations: 
» fixed-rate marketable bonds; 

Real Return Bonds; 

Treasury bills; and 


retail non-marketable debt (primarily Canada Savings Bonds and 
Canada Premium Bonds). 


The foreign currency borrowing program is used to fund Canada’s foreign 
exchange reserves. 


Fixed-Rate Marketable Bonds 


Fixed-rate marketable Government of Canada bonds are issued in Canadian 
dollars and pay interest semi-annually. In 2000-01, about $34 billion in bonds will 
be maturing. 


Taking into account buyback operations and foreign funding activity, it is planned 
that gross issuance under the 2000-01 bond program will total about $45 billion, 
which is similar to the 1999-2000 level. 


Real Return Bonds (RRBs) 


As in 1999-2000, the federal government plans to issue up to $2 billion in RRBs in 
2000-01. In 1999-2000, $1.25 billion in RRBs were issued. 


The Treasury 
bill program 

is expected to 
operate at levels 
similar to those 


in 1999-2000. 


Retail debt is 
an important 
part of the 
Government's 
debt program. 


Foreign funding 
activity will 

be spread 
across a range 
of funding 
sources. 


Treasury Bills 


The Treasury bill stock varies over the year largely as a result of changes in the 
Government’s funding and cash needs. In 2000-01, based on the fiscal plan in the 
budget, the stock at year-end is expected to total about $100 billion, similar to 
the 1999-2000 level. 


Retail Debt 


Canada Investment and Savings (CI&S) contributes to the diversification of the 
investor base. The objective of the retail debt program is to provide cost-effective 
funding for the Government and to encourage Canadians to invest in Canada. 


The retail debt plan will be released later in 2000 by CI&S. 


Canada Pension Plan (CPP) Bonds 


CPP bonds are largely 20-year bonds issued by the Government of Canada to the 
CPP in the past. As new CPP contributions are now invested in the market, no new 
bonds will be issued under this program. 


Foreign Currency Debt Programs 


The principal source of funding for the foreign exchange reserves is expected to 
be purchases of US dollars. Use of cross-currency swaps of domestic obligations 
will also be continued. These programs are expected to be used less than in prior 
years. Medium-term note issuance in various markets and occasional large 
international bond issues may also be required. 


Saat 
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Glossary 


benchmark bond: Specific issue outstanding within each class of maturities. 
It is considered by the market to be the standard against which all other bonds 
issued in that class are evaluated. 


bid: Price a buyer is ready to pay. The bid-offer spread is the difference between 
bid and offer prices. 


book-entry: The form in which the majority of Government of Canada 
fixed-income securities are held and issued. Book-entry form consists of an 
electronic ledger entry at The Canadian Depository for Securities Limited (CDS). 
No physical bond certificate is sent to the owner of the security but is held 

in safekeeping at the CDS. 


budgetary surplus: The amount by which government revenues exceed 
budgetary spending in any given year. A deficit is the amount by which 
government budgetary spending exceeds revenues in any given year. 


Canada Pension Plan bond: Non-negotiable and non-transferable bond issued 
by the Government of Canada to the Canada Pension Plan. 


Canada Premium Bond (CPB): A savings product for individual Canadians 
introduced by the Government of Canada in 1998. It offers a higher interest rate 
compared to the Canada Savings Bond and is redeemable once a year on the 
anniversary of the issue date or during the 30 days thereafter without penalty. 


Canada Savings Bond (CSB): A savings product currently offered for sale 

by most Canadian financial institutions to individual Canadians. CSBs pay a 
competitive rate of interest which is guaranteed for one or more years. They may 
be cashed at any time and, after the first three months, pay interest up to the 
end of the month prior to encashment. 


CanPx: A transparency system that provides real-time price and transaction 
information for key benchmark issues of Canadian government bonds and 
Treasury bills. Over time, the system will be expanded to include other actively 
traded government securities. 


Contingency Reserve: The Contingency Reserve is included in the budget 
projections primarily to provide an extra measure of protection against adverse 
errors in the economic forecast. It is not a source of funding for new 

policy initiatives. 


counterparty credit exposure: The risk the Government faces through the 
default of a counterparty on its contractual obligations. 


cross-currency swap: An agreement that exchanges one type of obligation for 
another involving different currencies and the exchange of the principal amounts 
and interest payments. 


discount note: Short-term debt security where the yield is provided through 
a discounted selling price relative to the face value of the note. 


Exchange Fund Account: A fund maintained by the Government of Canada for 
the purpose of promoting order and stability of the Canadian dollar on the foreign 
exchange market and for general liquidity purposes. 


financial balance (excluding foreign exchange transactions): Measures 
the difference between the cash coming in to the Government and the cash going 
out. In the case of a financial requirement, it is therefore the amount of new 
borrowing required from outside lenders to meet the Government’s financing 
needs in any given year. 


fixed-rate debt: The share of the gross debt that is maturing or being repriced in 
more than 12 months. 


fixed-rate marketable bond: Market debt instrument issued by the Government 
of Canada and sold via public tender. These issues have a specific maturity date 
and a specified interest rate. All Canadian dollar fixed-rate marketable bonds pay a 
fixed rate of interest semi-annually and are non-callable. They are transferable and 
hence can be traded in the secondary market. 


foreign exchange reserves: Stocks of foreign exchange assets (e.g. interest- 
earning bonds) held by sovereign states to support the value of the domestic 
currency. Canada’s foreign exchange reserves are held in a special account called 
the Exchange Fund Account. 


gross public debt: Total amount the Government owes. It consists of market 
debt in the form of outstanding securities such as Treasury bills and Canada 
Savings Bonds, internal debt owed mainly to the superannuation fund for 
government employees and other current liabilities. 


inter-dealer broker: A broker who acts as an intermediary between dealers 
buying and selling Government of Canada securities. 


interest-bearing debt: Consists of unmatured debt, or market debt, and the 
Government’s liabilities to internally held accounts such as federal employees’ 
pension plans. 


liquidity: Characterization of a market with good trading volumes, where 
trades of medium and even large sizes can be effected quickly without materially 
affecting the price. 


market debt: The portion of debt that is funded in the public markets. It includes 
fixed-rate marketable bonds, Real Return Bonds, Treasury bills, retail debt 
(primarily Canada Savings Bonds and Canada Premium Bonds), foreign currency 
denominated bonds and bills, and bonds issued to the Canada Pension Plan. 


medium-term notes (MTNs): MTNs are issued in various currencies outside 
Canada with terms to maturity generally beyond one year. MTNs are issued for 
foreign exchange reserve funding purposes only. 


net public debt: Consists of interest-bearing debt and other liabilities, net of 
financial assets. 


non-market debt: Includes the Government’s internal debt, which is for the most 
part federal public sector pension liabilities and the Government’s current 
liabilities (such as accounts payable, accrued liabilities, interest and payment of 
matured debt). 


primary market: Market for new issues of securities. 


Real Return Bond (RRB): Government of Canada RRBs pay semi-annual 
interest based on a real interest rate. Unlike standard fixed-rate marketable bonds, 
interest payments on RRBs are adjusted for changes in the consumer price index. 


reverse auction: The reverse of a regular or conventional bond auction. Bidders 
submit an offer to sell a security rather than offers to buy the security. 


secondary market: Market where securities are bought and sold after issuance. 
sovereign market: Market for the debt issued by a government. 


transparency: Characterization of a market where debt management strategies 
and operations are known and well understood by market participants. 


Treasury bill: Short-term obligation sold by public tender. Treasury bills 
with terms to maturity of 3, 6, or 12 months are currently auctioned on 
a biweekly basis. 


turnover ratio: Volume of securities traded as a percentage of total 
securities outstanding. 


so2 a A 


‘alle Gee % . 7 
ECANTPSe 

1p) 2 ow . 

i ~ i - 


1 AAO, 1 GI Fe oF 
Oe ry Py. Su 


are aM : aah sian 


i | a 7 Tow ™ y Our, gr eny 


, ab) os ‘Ne ing hs 


oni 


7 ey a7 tea - ——v - 


> 7 ; 
2 Kei P 7 
fe 
‘ 
o. bi 
- : AY uy 


———x 


_ avernmeene 
2) wblic aoRe 
14 


DEBT 


MANAGEMENT 


STRATEGY 


BOO OO) 


~~ 


Le es . 
V4 4 <n et on 
3 vs ae aa 
fi »°* * Jes 


f 
( MAR 2.9 2000 
\ 


Ls) 


<oh 


#4 . 
TSity of 


ivi 


Canada 


DEBT 


MANAGEMENT 


STRATEGY 


ZOONsZ OOD 


Bw Department of Finance Ministére des Finances 
Canada Canada 


© Her Majesty the Queen in Right of Canada (2001) 
All rights reserved 


All requests for permission to reproduce this document or any part thereof 
shall be addressed to Public Works and Government Services Canada. 


Available from the 


Distribution Centre 
Department of Finance Canada 
Room P-135, West Tower 
300 Laurier Avenue West 
Ottawa, Ontario K1A 0G5 


Tel: (613) 995-2855 
Fax: (613) 996-0518 


This document is available on the Internet at 
http://www.fin.gc.ca/ 


Cette publication est également disponible en francais. 


Cat. No.: F1-30/2002E 
ISBN: 0-662-29973-6 


® 


Table of Contents 


Foreword by the Minister of Finance............................... 5 
Highlights of the 2001-02 Debt Strategy ............................. ff 
Debt Management Framework .............................00 0-0 u ee 8) 
Deb nea eri WjeC Ves ki Ok Fad PEWS PO) ov awake, od 9 
IDO taC ee en ates MMelt eho cur es ee ee ie ee ata te ea 9 
Seer he een eee Mary Sets, ae ee Ale la wines tens » oa 9 
Te lie ieee ee Ae ns re ube eee pee ef 9 
Poreigm Camency WebtVanagements. «ci: sods one a cosere oo dagmawamn £48 Obs 10 
FEC) FU PD ete eh cn Skat eye a tite Ente. Sek yin nt bgae tos 10 
Resta bea as Mma ag a BS y lo ack ec odas tetas Sethe gh om ibewnds wk OOM dees dion 10 
Debt Management Environment ................................-.. 11 
Bisa lO Ole wrwnntnn amen tee ttre ye See Wiad le hg aes Tet 
CO CUAT poate yma rence, Vel ee OA ere Wa Ie Peet See feta 11 
Pia ct alder thes, aot iee el ee OER Use cet tne eE ee 12 
POLE MM Cal ee LEAN SECIS © s \iulani0 6S erat ate G Mews cert bes work 13 
MBIKere eC DIA Riniee a adatom. erie (Se eee on ep eho Nok buns. s, 13 
WeVmOeMuCULe cuCMN OUI Sen re Oe ie ee ae eee eee AL 8 14 
2001-02 Debt Management Strategy ............................... 16 
Bealse ola Die sow Ost MINAnCINGth i, wisi eres ha oe Ages KN SS ce es 16 
MoiLainine 2, Pimdent Debt olructtre. ¢ 4065 man vanes a eae ess sale. 16 
Determining thes Weve Structimeehar get wpa s sunset barn phe doere ee itis os 16 
implications olmaeVarcet Debt Stlictre) Mess acs se dees Gs cee ok 17 
Nal Anas SB IVETSIeCInVestOm base: aot one Seas oa ac bu eas k 2a 18 
Maintain and Enhance a Well-Functioning Market ...................0.00- 18 
POSUERE irae yal MLAlVeS eee eee a ee soe he ee. Cea eas Oo 19 
BAU e02 Debirolratesy nia ivesus ante oa eer da ns ceo wecl ws emcee 19 
OOS Pea sa gM Ye) oh ely @ayeuies 1 fete BAL Oen A 4 re? RR Ot es ie ee Vas 
HOPeI pix ChiamiGe TeGCLV Es NSSCES 0005 barman # 4-.rasiacbeus<o!av aw sloatherd « ye 
Punding Forel cagnee nh eserves ecuse lot. ick bie oc bas 6 oe Faaeees 24 
2001-02 Federal Debt Programs .............. 0 cscs cence cece eee 25 
DUM Ook tot atk DEO bmec et tee ein cr aa Ot, vee FA. ss a hee be 20 
CAR WIE Ope) ee SVAN Bye) cy Pilea werelge Uae Ml ool 141 Uke Ge eS re 25 
ECC eee inte LAler ONES mi: pts aig dickies cae mee a hee 26 
Pere WTEC SONICS tered ee eae Rs en. AR Me ec oak nin Sa eae eee mn ae 26 
PEP eOO ECVE ns eee ane NG Acres cx Ne o'er. Nee tr, oe Bm SR ed Ne 26 
Peco Orie ae ea a OnE te ra) kre at acl ens PLT Gs Moh utile ea 26 
POT em UTrenC ys eOL ETOSTANS Jn Gc ee is ce oe sgh ek een eee 26 


o ee 
t 
reg tno 
MAAR ete a 
venatats puteuralsist. ~~ 
3 - 453 1 uvesicr oom | 
"a 
: mene [7 OSS ere ee 
Day) Fenty trea : 
o> 4+ hie Area ied 
‘ L , - 7 Pah tees -48 vary mint i Hal ine 
mM sS ie J ay ous 
: ae Ap @ Lies i eey Loven ve i . 
[ me i ; ; 
7 ' ca 
@ | ho ea i 
i at ex. </840? | R Thy 
os O98 eS : 
7% f T '¢ : 
a — 
| ry j J i a 
cj ‘ é tal) ~ are Li 
4 * sad , 
' 7 al 7 i: ho « i 7 
na * Tie “a'f AAUEt Hs | a 1 


Lan 
= AL 
a ; ' ‘ 
Som j Pri fi : 
; ev 7 ms : as% 
2 a = ' 
: , 
- Pl — 
e in? 
= aif =~ 


Foreword by the Minister of Finance 


I am pleased to table before Parliament the Debt Management Strategy of 

the Government of Canada for fiscal year 2001-02. This marks the second 
consecutive year that the Government has tabled the Debt Management Strategy, 
in keeping with the changes made in 1999 to the Financial Administration Act. 


The commitment to sound financial management will once again be fulfilled as 

the Government expects to report a surplus of at least $10 billion in 2000-01, 
marking the fourth consecutive year in which a surplus has been recorded. Taking 
into account the tax cuts and spending initiatives announced in the February 2000 
budget and the Economic Statement and Budget Update of October 2000, the 
Government is committed to maintaining balanced budgets or better in 2001-02 
and 2002-03. This will mean six consecutive years of balanced budgets or 
surpluses, an accomplishment that has not been matched in the past 50 years. 


From a post-war peak of 71.2 per cent in 1995-96, the debt-to-GDP ratio will fall 
to about 54 per cent in 2000-01 and is projected to fall to about 40 per cent by 
2005-06. This is important because as the ratio declines, Canada’s public debt 
becomes less of a burden for Canadian taxpayers. As such, the Government’s 
ongoing effort to reduce federal debt continues to pay dividends for all Canadians. 


That being said, the level of debt remains significant and needs to be well 
managed. It is thus important to ensure that debt-servicing costs are kept low and 
stable. A crucial element of this objective is the management of the Government’s 
market debt. This is the focus of the Debt Management Strategy, which provides 
comprehensive information on the Government’s debt management plans for the 
coming fiscal year. 


The Government’s intention in tabling this document is to ensure all Canadians 
are aware of this strategy and the results it is intended to achieve. 


The Honourable Paul Martin, P.C., M.P. 
Minister of Finance 
Ottawa, February 27, 2001 
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Highlights of the 2001-02 Debt Strategy 


The target fixed-rate share of the debt will be maintained at two-thirds. 


No major restructuring of domestic debt programs is planned in 2001-02. 
Bond and Treasury bill programs are expected to operate at levels similar 
to those of 2000-01. 


To enhance the liquidity of the Government of Canada securities market, 
the target benchmarks for 10- and 30-year bonds will be increased from 
$9 billion-$12 billion to $12 billion-$15 billion. 


To facilitate cash management, the 30-year issuance pattern will be adjusted 
by adding a third issue in 2001-02. The one-time additional issuance will be 
substantially offset by bond buybacks of outstanding long-term bonds, and is 
thus not related to the Government’s projected borrowing needs. 


» To improve the transparency and effectiveness of the bond buyback program, 
bond buyback operations will be more frequent, encompassing a range of 
maturities, with target volumes announced quarterly with the bond 

auction schedule. 


’ The cash management bond buyback pilot program will be extended 
into 2001-02. 


' To reduce risk and broaden access, the Government is developing a new 
framework for the management of cash balances. 


) Discussions will continue with market participants and regulators on enhancing 
the integrity and regulation of the Government of Canada securities market. 
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The 
fundamental 
debt 
management 
objective is 

to provide 
stable, low-cost 
funding for 


the Government. 


Debt Management Framework 


This section outlines the federal government’s objectives in managing federal 
market debt and the key principles underlying the pursuit of these objectives. 
(To assist readers unfamiliar with the technical terminology of debt management, 
a glossary is provided at the end of this document.) 


Debt Management Objectives 
The federal government pursues two main objectives in managing market debt: 


The fundamental objective continues to be to provide stable, low-cost funding 
for the Government. 


A related important objective is to maintain a well-functioning market for 
Government of Canada securities. 


Domestic Debt Management 
Principles 


Consistent with the practice of many sovereigns, funding for the 
Government’s domestic financial requirements is raised in the domestic 
market in Canadian dollars. 


» In order to maintain a well-functioning domestic market and keep borrowing 
costs low, the Government focuses on the key aspects of liquidity, transparency, 
regularity and integrity. For this reason, the Government borrows on a regular, 
pre-announced basis in key segments of the market, builds large bond 
benchmarks and maintains effective rules for participation at Government 
of Canada security auctions. 


Given the key role played by federal government securities in Canada’s 
fixed-income market, market participants are consulted extensively on the 
Government’s debt strategy and adjustments to its domestic debt programs. 


General Strategy 


The primary focus of debt management strategy is the structure of the debt, 
as the exposure to changes in interest rates inherent in the maturity profile 

of the debt stock can impact debt costs. The Government structures the debt 
to provide reasonable cost stability under a range of potential interest rate 
environments and a balanced maturity profile. The target debt structure is not 
based on a particular interest rate outlook. 


Large benchmarks in Treasury bills and Government of Canada bonds are 
maintained to promote market liquidity. 


The Government maintains a diversified investor base. 
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Foreign Currency Debt Management 


Principles 
Borrowings Foreign currency borrowings by the Government are used to fund Canada’s 
in foreign foreign exchange reserves. 
currencies ; ; ; . : : 
Furl eagans Major risks, including currency risk and interest rate risk, are largely immunized 
foreign by investing borrowings in matching assets of high credit quality. 
exchange 
reserves. General Strategy 


The Government finances foreign exchange reserves through a range of 
programs, the use of which is determined by asset portfolio objectives, cost, 
maturity profile and market conditions. 


In general, there is a modest cost to holding reserves, as the yield on high 
quality assets is slightly less than the cost of funding. Liabilities are managed 
in conjunction with the reserve assets to limit the cost of holding reserves, and 
a prudent maturity structure is maintained to limit refinancing needs. 


The Government’s foreign exchange reserves are held predominantly in 
US dollars, with a small portion in euro- and yen-denominated reserves. 


The 
Government 
is committed 
to balanced 
budgets 

or better in 
2001-02 and 
2002-03. 


The net 
public debt 
burden is 
expected 
to decline 
over time. 


Debt Management Environment 
Fiscal Outlook 


Budgetary Balance 


The Government’s fiscal policy sets the context for debt management operations. 
In the October 2000 Economic Statement and Budget Update, the Government 
committed to paying down a minimum of $10 billion of net public debt in 2000-01, 
bringing the total debt paydown over the last four years to at least $28.7 billion. 
The Government will continue to follow a prudent approach to budget planning as 
set out in its Debt Repayment Plan. Taking into account the tax cuts and spending 
initiatives announced since the February 2000 budget, including the new measures 
announced in the Economic Statement and Budget Update, the Government is 
committed to maintaining balanced budgets or better in 2001-02 and 2002-03. This 
will mean six consecutive years of balanced budgets or surpluses — a performance 
not matched in the past 50 years. 


Consistent with the Debt Repayment Plan, the Government will continue to use 
the contingency reserve to reduce the net public debt in those years when it is 

not required. Furthermore, the Government has added an important new element 
to the Debt Repayment Plan. Each fall it will announce whether more of that year’s 
surplus should be dedicated to debt paydown, depending on the economic and 
fiscal circumstances at that time. 


The Debt Repayment Plan 


The prudent approach to budget planning contained in the Government’s 
Debt Repayment Plan will continue. This entails: 


* continuing to use the average of private sector economic forecasts for 
budget-planning purposes; 
continuing the practice of setting aside an annual $3-billion contingency 
reserve, which, if not needed, will be used to pay down the public debt; 


~ continuing to add an extra degree of economic prudence to provide further 
assurance against falling back into a deficit; and 


» announcing each fall whether more of that year’s surplus should be 
dedicated to debt paydown — the amount would depend on the economic 
and fiscal circumstances at that time. 


This enhanced Debt Repayment Plan, combined with sustained economic growth, 
will ensure that the debt-to-GDP (gross domestic product) ratio — the level 

of debt in relation to the country’s annual income — remains on a permanent 
downward track. From a peak of 71.2 per cent in 1995-96, the debt-to-GDP ratio 
will fall to about 54 per cent in 2000-01 and is projected to fall to about 40 per cent 
by 2005-06. This would take the ratio back to where it was in 1983-84. 


Financial Balance 


The key budgetary measure for debt management planning is the financial 

balance (see box on next page). In general, balanced budgets can be expected 

to reduce market debt as they are normally accompanied by financial sources. 
However, the precise relationship between the budgetary balance and the financial 
balance will vary from year to year, as it depends in large part on the timing of 
cash payments. The budgetary balance is largely presented on an accrual basis 

of accounting, including liabilities when incurred, whereas the financial balance 

is presented on a cash basis of accounting. 


For 2000-01 the Government is committed to paying down at least $10 billion in 
net public debt. Consistent with this commitment, the Government is projecting 

a financial source of $3 billion. The difference primarily reflects a number of 
one-time cash payments, which on a budgetary basis were recorded in previous 
years. These are the $2.5-billion health supplement paid under the Canada Health 
and Social Transfer and pay equity payments made subsequent to the ruling of the 
Canadian Human Rights Tribunal. In addition, the reforms to the public sector 
pension plans, whereby contributions are now invested in the private capital 
market, have permanently reduced the difference between the budgetary balance 
and the financial balance. Further, a number of Crown corporations that are 
currently members of the public sector pension plan will be establishing their own 
pension plans. The Government will transfer to these corporations the actuarial 
value of their accrued assets over the 2000-01 to 2002-03 period. 


For 2001-02 the Government has committed to a balanced budget or better. 
Consistent with this commitment and a net requirement from non-budgetary 
transactions of $3 billion, the Government is projecting a financial requirement 

of $3 billion. However, the balanced budget target includes the contingency 
reserve of $3 billion and normal economic prudence of $1 billion. The contingency 
reserve, if not needed, would be applied to reducing the debt. In addition, the 
budget plan for the year includes a remaining balance of $4.3 billion. As indicated 
by the Minister of Finance in the October 2000 Economic Statement and Budget 
Update, some of this remaining balance could also be directed to further 

debt reduction. 


The 


Government 
ensures that it 
holds a prudent 
level of foreign 
exchange 
reserves. 


No additional 
market 
borrowing is 
expected to be 
required in 
2001-02. 


The Budgetary Balance and Financial Balance 


The budgetary balance — deficit/surplus — is one measure of the Government’s 
financial situation. It is presented on a modified basis of accounting, recording 
liabilities when they are incurred, regardless of when the actual cash payment 
is made. 


The financial balance — requirements/source — provides a measure of the 

net cash requirements needed to fund the Government’s programs and debt 
charges. The difference between the financial balance and the budgetary 
balance is due to a number of non-budgetary transactions that provide funds 
to the Government. Non-budgetary transactions convert the accrual-based 
concepts in the budgetary balance to cash-based financial requirements. 
Excluding foreign exchange requirements, the Government recorded 

a financial source in each of the last four years. 


The net financial balance includes foreign exchange transactions, which 
represent all transactions in international reserves held in the Exchange Fund 
Account. Including these transactions, the Government recorded a source 

in each of the last three years. 


Foreign Exchange Transactions 


In recent years foreign exchange transactions, although modest, have resulted in 
a reduction in the net financial balance. However, to the extent that they increase 
Canada’s foreign exchange reserves, these transactions do not change the level 
of the net public debt. Foreign reserves are high quality financial assets of the 
Government, thus offsetting foreign exchange liabilities. 


Market Debt Impact 


Market debt declined by $4.0 billion in 1999-2000, bringing total market debt 
retirement over the past three years to over $20 billion. Additional market debt 
retirements are projected for 2000-01. While market debt is generally on a 
downward track, it is expected to remain largely unchanged in 2001-02, primarily 
due to financial requirements associated with public sector pension reform. 


The Government is positioning itself to meet any planned non-budgetary 
transactions in 2001-02 without any additional borrowing, largely through an 
increase in cash balances this year. If necessary, the Government can draw on 
the existing amount of $4 billion in non-lapsing borrowing authority. 
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Borrowing Authority 


Under the Financial Administration Act, the Government has standing 
authority to refinance market debt maturing in a fiscal year. 


Parliamentary approval must be obtained to raise new debt in the form of a 
borrowing authority bill. 


Currently available borrowing authority is limited to a $4-billion non-lapsing 
contingency from the 1996-97 Borrowing Authority Act. 


Debt Structure and Holdings 


Debt management operations focus on market debt, which is only one component 
of the public debt. The other component — non-market debt — is taken into account 
in debt strategy planning, but is not actively managed. Non-market debt includes 
federal public sector pension liabilities and the Government’s current liabilities. 


The federal government’s market debt consists mainly of fixed-rate marketable 
bonds, real return bonds, Treasury bills, retail non-marketable debt (Canada 
Savings Bonds and Canada Premium Bonds) and foreign-currency-denominated 
debt. 


The chart below illustrates the relationships between the components of the 
public debt. 


Total Public Debt as at December 31, 2000 
(in millions of dollars) 


Gross public debt 
$613,080 


Market debt 
$439,792 
(e.g. marketable bonds, Treasury 
bills, Canada Savings Bonds, 
real return bonds, foreign debt) 


Less 
financial assets 
$66,085 
(cash, reserves, loans) 


Non-market debt 
$173,288 


(pensions and other accounts, 
other liabilities) 


Net public debt 
$546,995 


Source: Department of Finance Canada, The Fiscal Monitor (results for December 2000), 
February 13, 2001. 


Distribution of Domestic Holdings of 
Government of Canada Market Debt 


Persons, 
unincorporated 
All levels of businesses 
government 10% Non-financial 
8% corporations 
Public and 3% 
other financial 


Bank of Canada 
8% 


institutions 
23% 


Chartered banks 
15% 


Life insurance, 
pension funds Quasi-banks 
31% 2% 


Source: Statistics Canada, National Balance Sheet Accounts — 1999. 


Note: Includes investment dealers, mutual funds, fire and casualty insurance companies, sales, finance and 
consumer loan companies, accident and sickness branches of life insurance companies, other private financial 
institutions (not elsewhere included), federal public financial institutions, and provincial financial institutions. 


A wide range of institutional and retail investors hold federal government debt. 
Non-resident holdings of Government of Canada debt have been declining in the 
past few years, decreasing from a peak of 28 per cent of total market debt in 1993 
to around 22 per cent today. 


The debt 
structure target 
is reviewed 
annually to 
assess tts 
ongoing 
suitability given 
changes in 

the fiscal and 
economic 
environment. 
For 2001-02, 
the target fixed- 
rate share of 
the debt will be 
maintained 

at two-thirds. 
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2001-02 Debt Management Strategy 
Raise Stable, Low-Cost Financing 


Maintaining a Prudent Debt Structure 


While the Government’s fiscal position has improved considerably in recent years 
with the elimination of the deficit, the stock of outstanding debt remains large. 
Moreover, Canada’s debt stock is exposed to interest rate changes originating in 
Canada and around the world. Interest rate shocks can significantly affect the level 
of annual debt charges, as the portion of debt that is rolling over must be issued 

at the new prevailing market interest rates. Including multiple refinancings of 
maturing short-term Treasury bills, some $262 billion of federal market debt will 
be maturing or repriced over the 2001-02 fiscal year. 


Determining the Debt Structure Target 


Given the large stock of outstanding debt, the Government’s debt strategy aims 
to keep debt-servicing costs low and stable over time, while ensuring that a 
well-functioning market for Government of Canada securities is maintained. 

A prudent debt structure is maintained to limit exposure to unexpected changes 
in interest rates and keep a balanced maturity profile, which serves to maintain 
investor and credit rating agency confidence. 


The Government has put in place a prudent debt structure by altering the 

term structure of its debt, specifically by issuing more long-term debt and less 
short-term debt. While there are a number of indicators that can be used to assess 
the debt structure — fixed/floating ratio, average term to maturity, duration, Cost 
at Risk — the Government’s key target is the share of interest-bearing debt issued 
at fixed rates (i.e. maturing or repriced beyond one year). Greater stability of 
debt-servicing costs has been achieved over the past several years by increasing 
the share issued at fixed rates from about 50 per cent in 1992-93 to about 
two-thirds in 1998-99, where it is currently. 


As part of debt strategy planning, the debt structure target is reviewed annually to 
assess its ongoing suitability given changes in the fiscal and economic 
environment, and to ensure that it remains consistent with the best practices of 
other sovereign borrowers. For 2001-02, the target fixed-rate share of the debt will 
remain at two-thirds. 


The impact of a 
100-basis-point 
increase in 
interest rates 
on debt charges 
has been cut 

in half since 

the mid-1990s. 


The two-thirds 
fixed-rate 
structure limits 
the fiscal 
impact of 
interest rate 
shocks. 


Implications of the Target Debt Structure 


The Government uses a number of indicators in assessing the implications 
of the target debt structure. 


The Government’s decision to maintain the fixed-rate share of the debt at 
two-thirds ensures that the debt stock is less sensitive to changes in interest rates. 
A 100-basis-point increase in interest rates would now raise public debt charges 
by $0.9 billion in the first year; in the mid-1990s, the first-year impact of 

a 100-basis-point increase was estimated at about $1.8 billion. 


A further benefit of maintaining the fixed debt structure at two-thirds is that it 
limits the need to refinance a large portion of the debt in any given period. In 
1995, when the fixed-rate share of the debt was at 55 per cent, the Government 
was required to refinance, on average, $8 billion per week in maturing Treasury 
bills. Today the Government only needs to refinance $4 billion per week. At the 
same time, the one-third share of floating-rate debt allows for lower debt-servicing 
costs should short-term rates remain lower than long-term rates. 


Maintaining a higher fixed-rate share of debt may, however, give rise to increased 
debt-servicing costs for the Government since short-term funds are usually 
cheaper relative to long-term funds. By way of illustration, debt-servicing costs 
would differ by $100 million next year for a 5-percentage-point difference in the 
debt structure. That is, given the forecast for interest rates contained in the 
October 2000 Economic Statement and Budget Update and the maturity profile 
of various types of government debt, the cost of a 5-per-cent higher fixed stock 
(72 per cent) would be $100 million more next fiscal year than the two-thirds 
target structure, while a 5-per-cent lower fixed.stock (62 per cent) would result in 
a reduction of debt costs of $100 million over the next fiscal year. The difference in 
the cost of alternative debt structures is affected by the slope of the yield curve, 
which at present is somewhat flatter than in recent years. 


Cost at Risk analysis, which evaluates debt costs under multiple interest rate 
paths (see box on next page), indicates that there are benefits to maintaining a 
two-thirds target debt rate structure relative to a lower fixed structure. 
Specifically, the analysis indicates that the two-thirds fixed-rate structure is highly 
likely to limit the fiscal impact of interest rate shocks to less than the $3-billion 
contingency reserve over the two-year budget horizon. While this would also be 
true of a higher fixed-rate structure, debt-servicing costs would also be higher. 
Under worst-case scenarios of significantly higher interest rates that continue 

for some time, debt-servicing costs under the current structure would be less 
affected than under a lower fixed-rate structure. 


The Government takes a long-term strategic view of the debt structure, balancing 
the benefits of greater stability in debt-servicing costs, given the greater volatility 
in short-term interest rates, against the costs of achieving stability. As well, debt 
structure decisions take into account the inherent unpredictability associated with 
the long-term path of interest rates, as they will change significantly over time due 
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A diversified 
investor base 
is maintained 
to ensure 

funding costs 
are kept low. 


Maintaining 

a well- 
functioning 
Government 
of Canada 
securities 
market remains 
a high priority 
for the federal 


government. 


to both internal and external developments. On balance, the Government 
has adopted a prudent structure, similar to that maintained by other 
comparable sovereigns. 


Cost at Risk Analysis 


The Government recently expanded its long-term analytical capabilities with 
the introduction of a measure known as Cost at Risk (CaR), which is used by 
a number of sovereign borrowers to assess the cost and risk associated with 
different debt structures. Calculation of CaR is based on the future interest 
costs of a given debt stock under numerous different interest rate scenarios, 
and allows a comparison of the long-term interest rate risk of alternative debt 
structures. On the basis of these scenarios, a probability distribution of costs 
can be determined. 


Cak depends largely on the assumptions used to simulate scenarios; changes 
in modelling techniques and the interest rate environment will change results 
from year to year. However, CaR is an important supplement to established 
measures such as the fixed-rate share and the maturity profile. 


Maintaining a Diversified Investor Base 


Maintaining a diversified investor base is also an important factor in ensuring 
that funding costs are kept low. The federal government pursues diversification 
of its investor base through the maintenance of liquid and transparent domestic 
wholesale debt programs and internationally through the use of a broad array of 
sources of funds. In addition, Canada Investment and Savings, the Government’s 
retail debt agency, contributes to the maintenance of a diversified investor base 
by offering savings products designed to suit the needs of a large number of 
individual Canadians. 


Maintain and Enhance a Well-Functioning Market 


Maintaining a well-functioning Government of Canada securities market, by 
focusing on the key aspects of liquidity, transparency, regularity and integrity, 
remains a high priority for the federal government in the general environment of 
declining market debt. A well-functioning Government of Canada securities 
market provides low-cost financing for the Government by promoting broader 
participation in the market. It is also of general benefit to the domestic capital 


market, where benchmark federal securities are key investments; because they are 


actively traded, these securities provide important pricing and hedging tools. 


The 
Government 
will continue 


to maintain 
the principles 
of liquidity, 
transparency, 
regularity and 
integrity in its 
debt programs. 


A number 

of initiatives 
have been 
pursued by the 
Government 
to ensure that 
a well- 
functioning 
Government 
of Canada 
securities 
market is 
maintained. 


No major 
restructuring 
of domestic 
debt programs 
is planned 

in 2001-02. 


The federal government actively pursues initiatives designed to ensure that the 
quality and integrity of the Government of Canada securities market is maintained, 
and that the market continues to be one of the most liquid and efficient sovereign 
markets in the world, featuring tight bid-offer spreads, large transaction volumes 
and high turnover ratios. 


Past Debt Strategy Initiatives 


The federal government pursued a number of initiatives in 2000-01, including: 


increasing the target benchmark sizes for 5-, 10- and 30-year bonds to enhance 
the liquidity and attractiveness of the Government of Canada securities market; 


implementing, on an ongoing basis, the bond buyback program to support the 
maintenance of a liquid new bond issue market; 


reviewing the structure of the Treasury bill program to ensure it continues 
to function well, 


» implementing a pilot bond buyback program for cash management purposes; 


approving new rules related to the stripping and reconstitution of Government 
of Canada bonds; 


» continuing discussions with market participants and regulators on the 
development of electronic trading systems in the domestic fixed-income 
market; and 


~ releasing a discussion paper proposing changes to the cash management system 
framework, including broadening access to bidding for balances and introducing 
a credit framework to govern the investment process. 


2001-02 Debt Strategy Initiatives 


Domestic Debt Programs 


Given that domestic debt programs are expected to operate at similar levels 

to those of 2000-01, no major restructuring is planned in the near term. In the 
development of the 2001-02 debt strategy, market participants were consulted on 
the desirability of restructuring the Treasury bill program to improve liquidity. 

The general consensus was that, provided the stock remains near current levels 
(i.e. in the range of $75 billion to $95 billion), no change is needed to the structure 
of the Treasury bill program. The domestic bond program will continue to have 
four benchmark maturities (2, 5, 10 and 30 years) as well as a real return 

bond benchmark. 


To maintain transparency in its debt operations, the Government will continue to 
borrow in the domestic market on a regular, pre-announced basis. This approach 
ensures market awareness of upcoming debt operations, attracts a wide range of 
investors and promotes secondary market liquidity. 


The 30-year 
issuance 
pattern will 
be adjusted to 
facilitate cash 
management. 


Benchmark 
targets and 
planned 
reopening 
periods for ro- 
and 30-year 
bonds are 
being increased. 


Bond buyback 
operations 
will be more 
frequent, 
encompassing 
a range of 
maturities, with 
target volumes 
announced 
quarterly 

with the 

bond auction 


schedule. 
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In 2001-02 the Government will continue to hold quarterly auctions of 2-, 5- and 
10-year bonds and real return bonds. 


To facilitate cash management, the Government will adjust the semi-annual 
issuance pattern for 30-year bonds, switching from spring/fall to summer/winter. 
Currently the 30-year bond auctions are held in quarters where cash balances 
are already high. By altering the issuance pattern of the 30-year bonds, the 
Government will better match the issuance cycle to its cash flow needs. This will 
be achieved by adding a third 30-year issue in the fourth quarter of fiscal year 
2001-02. The one-time issuance will be substantially offset by buybacks 

(see below) of outstanding long-term bonds, and is thus not related to the 
Government’s projected borrowing needs. 


In consultations market participants expressed a desire for increased liquidity 
in longer-dated bonds. Therefore, in order to promote liquidity and trading in 
benchmark Government of Canada securities, the benchmark targets for 10- and 
30-year bonds are being increased from $9 billion-$12 billion to $12 billion- 

$15 billion. The increased benchmark size will be achieved through extended 
reopening periods (new issues of bonds are generally reopened several times to 
increase the size of the issue to the target benchmark size). As is currently the 
practice, the Government and the Bank of Canada will continue to consult with 
government securities distributors prior to making a decision on whether a 
particular auction will be a new issue or a reopening. These decisions will continue 
to be announced with the release of the Call for Tender. The targets for 2- and 
5-year bonds will be maintained at $7 billion to $10 billion and $9 billion to 

$12 billion, respectively. 


Bond Buybacks 


To enhance liquidity in the market for Government of Canada securities, a 

bond buyback program was introduced in 1998-99 and implemented on an 
ongoing basis in 2000-01. The program allows the Government to buy back 
existing less liquid bonds, financed through the issuance of new bonds, thus 
supporting a liquid new bond issue market. (A list of outstanding Government of 
Canada bonds, including maturity dates, can be found in the Debt Management 
Report 1999-2000, which is available on the Department of Finance Web site 

at www.fin.gc.ca. A list is also available in the forthcoming annual publication, 
Summary of Government of Canada Direct Securities and Loans, which will 
be available on the Bank of Canada’s Web site at www.bankofcanada.ca. ) 


The planned size of the bond buyback program and the number of transactions 
depend on a number of factors, including the desired size of the new issuance 
and buyback programs, market feedback and financial requirements. In 2001-02 
it is expected that buyback volumes will be modestly greater than in 2000-01. 

To enhance transparency and participation, the Government will increase the 
frequency of bond buyback operations and will announce the total target volume 
for each quarter in the quarterly bond auction schedule published by the Bank of 
Canada. (The current schedule is available on the Bank of Canada’s Web site at 
www.bankofcanada.ca. ) 


The cash 
management 
bond buyback 
pilot program 
will be 
extended into 
2001-02. 


Communications 
with market 
participants 

will be ongoing 
in 2001-02 

on operational 
enhancements to 
debt programs. 


Discussions 
with market 
participants 
and securities 
regulators 

on enhancing 
market integrity 
and regulation 
are ongoing. 


Bond Buybacks for Cash Management 


To help in smoothing the Government’s cash requirements, a pilot program 

of cash management bond buybacks was implemented in 2000-01. The purpose 
of the program is to reduce the peak levels of government cash balances needed 
to redeem upcoming benchmark bond maturities. In contrast to the buyback 
program for liquidity maintenance purposes, this involves buying back bonds with 
less than 12 months to maturity. The pilot program will be continued in 2001-02 
as operational issues are assessed. An evaluation involving consultations with 
market participants will be conducted during the year to determine whether it 

is meeting objectives and can become a regular part of the Government’s debt 
management operations. 


Primary Market Enhancements 


In 2000-01 the Government made adjustments to debt programs to enhance 
the functioning of the market for Government of Canada securities. Market 
participants were consulted on proposed initiatives through notices and 
information posted on the Bank of Canada’s Web site (www.bankofcanada.ca). 
Through this approach, the Government seeks to maintain a high standard of 
transparency, improve operational flexibility and obtain external input into 

its decisions on debt management operations. 


In 2001-02 this process will continue. Initiatives currently contemplated are the 
continued reduction in auction result turnaround time, as well as evaluation of 
alternative methodologies for bond buybacks. 


Domestic Market Initiatives and Integrity 


The Government has a strong interest in ensuring the well functioning and 
integrity of the market for fixed-income securities, particularly Government 

of Canada securities, which are the benchmark of the market. The Government 
of Canada securities market is a highly liquid market, primarily involving 
professional financial institutions, which serves the interests of Canadian 
taxpayers and a wide range of fixed-income market participants. 


Given the rapid advance of electronic trading in fixed-income markets, the 
Canadian Securities Administrators (CSA) have made proposals for the regulation 
of electronic trading and for the appropriate framework for the regulation of the 
domestic fixed-income market. The Department of Finance and the Bank of 
Canada have an active dialogue with the CSA and market participants on these 
matters. Given the nature of the marketplace, the Government’s preferred 
approach is to avoid imposing unnecessary and potentially burdensome regulatory 
structures, while continuing to deal with public interest issues as they arise, 

in full consultation with market participants and the CSA. 


The 
Government 

is encouraging 
the development 
of greater 
transparency of 
the secondary 
market for 
Government 

of Canada 


securities. 


The federal 
government 

is developing a 
new framework 
for the 
management 

of cash balances 
in 2001-02. 


The 
Government 
remains 
committed to 
maintaining 

a prudent 

and appropriate 
level of foreign 
exchange 
reserves. 
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In this context, the Government is supporting the enhancement of transparency 
mechanisms. A current initiative is the further development of the CanPx system. 
A screen-based, real-time information system established by dealers and 
inter-dealer brokers in 1999, CanPx provides market participants with best 

bid and offer prices and trading volumes in a range of benchmark fixed-income 
securities in the inter-dealer marketplace. The CanPx system, which has yet to 
operate in the manner intended due to technical problems, is being fixed and 
expanded in 2001 to ensure market participants are provided with a high 
standard of transparency. 


Management of the Government’s Cash Balances 


The Government manages its cash balances in order to ensure that it has sufficient 
cash on hand to meet its daily operational requirements, which can be volatile and 
difficult to forecast at times. Thus, substantial cash balances are often held. 


In July 2000 the Department of Finance and the Bank of Canada released a 

public discussion paper on proposed changes to the cash management framework. 
Under the current framework, cash balances are placed with direct participants 

in the Large Value Transfer System through a competitive auction process. 

The federal government is developing a new framework, based on the feedback 
received from market participants, which includes the introduction of a credit 
management system to better manage the risk of investing its cash balances and 
to support the broadening of participation in the bidding process. 


Foreign Debt Programs 


Foreign Exchange Reserve Assets 


The Government’s foreign exchange reserve assets provide it with foreign 
currency liquidity and ensure that it is able to meet international requirements 
or unforeseen obligations at all times. Reserves may also be used for intervention 
in the foreign exchange markets to promote orderly conditions for the Canadian 
dollar. (Further detail on the management of international reserves is available 
in Exchange Fund Account — Annual Report, available on the Department of 
Finance Web site at www.fin.gc.ca.) 


In recent years the Government has increased the level of foreign exchange 
reserves to bring them in line with those of other comparable sovereigns. The 
foreign currency reserve assets and the liabilities financing those assets are 
managed on a portfolio basis, based on many of the same principles used by 
private sector financial institutions, including prudent risk management principles. 
In this regard, interest rate and currency risks are immunized to the extent 
possible. On the asset side, attention needs to be paid to asset liquidity and 
quality, diversification and credit limits with counterparties. On the liability side, 
the same attention is paid to diversified means of raising funds and a diversified 
investor base, as well as the cost of different sources of funds and the maturity 
profile of the liabilities. 


Key 
considerations 
in managing 
the foreign 
currency reserve 
assets and 
liabilities are 
minimizing the 
cost of carrying 
reserves and 
prudently 
managing risk. 


One consideration in managing reserve assets and liabilities is to minimize the 
cost of carrying reserves. The main strategy used to reduce this cost has been to 
modify the composition of Exchange Fund Account assets by shifting-a portion of 
the Government’s investments in sovereign issues to other higher-yielding but still 
liquid high quality, fixed-income securities. These securities bear returns near the 
rate of interest Canada pays on its foreign liabilities. To further reduce carrying 
costs, a more aggressive use of the Government’s euro-currency portfolio has been 
undertaken, when comparative carrying cost advantages relative to US-dollar 
assets exist. Finally, the cost of holding securities has been further reduced by 
proceeds derived from the Government's active securities lending program. 


Foreign Currency Assets and Liabilities 
(as of December 31, 2000) 


US$ billions 

Total assets* 28.9 
Liabilities: 

Canada Bills Sis 

Canada Notes 0.6 

Euro Medium-Term Notes 3.0 

Global bonds 1815 

Cross-currency swaps 14.3 
Total liabilities Sore 


Note: Numbers do not add due to rounding. 
*Only liquid reserves are included (i.e. securities and deposits). 


On the risk management side, a risk management framework has recently been 
put in place. Improved investment guidelines have been implemented, requiring 
that investments be permitted only in securities from issuers with a high minimum 
credit rating, and that the amount invested in each issue and category of issuer be 
capped in order to limit risks and ensure diversification. Collateralization is being 
introduced in 2001 to further enhance risk management. 


In recent years foreign currency liabilities came to exceed liquid foreign currency 
assets in the Exchange Fund Account, largely as a result of extensive foreign 
exchange intervention and important commitments to the International Monetary 
Fund in 1998. At its widest point, the excess liability amounted to some 

US$13 billion. Consistent with the Government’s policy of immunizing currency 
and interest rate risk in Canada’s reserve program, the Government is taking steps 
to bring foreign currency liabilities in line with foreign currency assets. 


In December 1998 the Department of Finance, in collaboration with the Bank 

of Canada, implemented a program of purchases of US dollars in foreign exchange 
markets. These US dollars are used to reduce US-dollar-denominated liabilities. 
Purchases of US dollars are small in relation to the large daily flows in foreign 
exchange markets and are undertaken with sensitivity to market conditions. 

This program has reduced the gap between foreign currency assets and liabilities 

to some US$6.5 billion as of the end of December 2000, and the plan is to close 

it over the next few years. ~ 
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Purchases 

of foreign 
exchange and 
the use of 
cross-currency 
swaps to fund 
reserves will 
be continued. 


Funding Foreign Exchange Reserves 


The Government has access to a wide range of sources to fund its foreign currency 
assets. These sources include a short-term US-dollar discount note program, 
medium-term note issuance in various markets, cross-currency swaps of domestic 
obligations, international bond issues, and purchases of US dollars in foreign 
exchange markets. Cross-currency swaps have been a particularly cost-effective 
alternative to foreign-currency-denominated bond issues, and have been actively 
used in recent years. In 2000-01 cross-currency swaps of domestic obligations and 
purchases of US dollars have served as the primary sources of funding of the 
foreign exchange reserves program. 


In addition to minimizing its funding costs by diversifying its funding sources, the 
Government aims to maintain a balanced profile of liability maturities to minimize 
rollover and financing risks. The general target is to ensure that foreign currency 
liabilities maturing in the next year do not exceed one-third of reserve assets; 

the Government has kept well within this target. 


Sources of Foreign Exchange Reserves 
(April 1 to December 31, 2000) 


US$ billions 

Sources of reserves: 

Purchases of US dollars 2.4 

Cross-currency Swaps Het 

Public market borrowings 0.0 
Total sources Bo 
Foreign exchange reserve requirements: 

Net maturing debt (2.0) 

Net foreign exchange debt charges (0.5) 

Government requirements and other (0.2) 
Requirements (2.7) 
Increase in foreign exchange reserves 0.8 


In 2001-02 the precise mix of funding sources will depend on a number of 
considerations, including relative cost, market conditions and opportunities, 

and the desire to maintain a prudent foreign-currency-denominated debt maturity 
structure. It is expected that cross-currency swaps of domestic obligations and 
purchases of US dollars will continue to be primary sources of reserve funding. 


2001-02 Federal Debt Programs 
Outlook for Market Debt 


Over the coming years the composition of market debt is expected to remain 
largely unchanged. In 2001-02 debt programs are planned to operate at similar 
levels to the previous fiscal year. 


Forecast Composition of Market Debt 
(March 31, 2001) 


Foreign 
Retail currency debt 
non-marketable 7% 


debt 
6% 


Treasury bills 
22% 


Marketable bonds 
65% 


Note: Excluding bonds issued to the Canada Pension Plan. 


2001-02 Federal Debt Program Plans 


The federal debt management strategy for each debt program is presented on the 
next page. The strategy is based on the underlying fiscal policy of maintaining a 
balanced budget or better in 2001-02 and a projected financial requirement of 

$3 billion. The federal debt program plan has been developed in consultation with 
market participants. The federal government will continue to consult with market 
participants in fiscal year 2001-02 on potential adjustments to maintain a 
well-functioning market in the changing debt management environment. 


The target 
for real return 
bonds will be 


maintained. 


The Treasury 
bill program 
will operate 

at levels similar 
to those in 
2000-01. 


Retail debt is 
an important 
part of the 
Government’s 
debt program. 


Foreign 
funding activity 
will be spread 
across a range 
of funding 
sources. 


The federal government uses a variety of instruments to fund its 
domestic operations: 


Fixed-rate marketable bonds 

Real return bonds 

Treasury bills 

Retail non-marketable debt (primarily Canada Savings Bonds and Canada 


Premium Bonds) 


The foreign currency borrowing program is used to fund Canada’s foreign 
exchange reserves. 


Fixed-Rate Marketable Bonds 
Fixed-rate marketable Government of Canada bonds are issued in Canadian dollars 


and pay interest semi-annually. In 2001-02 about $35 billion of bonds will 
be maturing. 


The 2001-02 bond program (i.e. gross issuance), taking into account buyback 
operations and foreign funding activity, will be about $40 billion on a gross basis. 


Real Return Bonds 


As in 2000-01 the federal government plans to issue up to $2 billion in real return 
bonds in 2001-02. In 2000-01, $1.4 billion in real return bonds are being issued. 


Treasury Bills 
The Treasury bill stock varies over the year largely as a result of changes in the 


Government’s funding and cash needs. In 2001-02, based on the fiscal plan in the 
budget, the stock at year-end is expected to be similar to the 2000-01 level. 


Retail Debt 
Canada Investment and Savings (CI&S) contributes to the diversification of the 


investor base. The objective of the retail debt program is to provide cost-effective 
funding for the Government and to encourage Canadians to invest in Canada. 


The retail debt plan will be released later in 2001 by CI&S. 


Foreign Currency Debt Programs 


It is expected that the principal sources of funding for the foreign exchange 
reserves will continue to be cross-currency swaps of domestic obligations and 
purchases of US dollars. 


Glossary 


benchmark bond: Specific issue outstanding within each class of maturities. 
It is considered by the market to be the standard against which all other bonds 
issued in that class are evaluated. 


bid: Price a buyer is ready to pay. 


bid-offer spread: The difference between bid and offer prices. It is typically 
measured in basis points (hundredths of a per cent). 


budgetary surplus: Occurs when government annual revenues exceed budgetary 
expenditures. A deficit is the shortfall between government revenues and 
budgetary spending. 


Canada Bill: Promissory note denominated in US dollars, issued for terms of 
up to 270 days. Canada Bills are issued for foreign exchange reserve funding 
purposes only. 


Canada Note: Promissory note usually denominated in US dollars and available 
in book-entry form. Notes can be issued for terms of nine months or longer, and 
can be issued at a fixed or a floating rate. Canada Notes are issued for foreign 
exchange reserve funding purposes only. 


Canada Premium Bond: A savings product for individual Canadians introduced 
by the Government of Canada in 1998. It is offered for sale by most Canadian 
financial institutions, offers a higher interest rate compared to the Canada Savings 
Bond, and is redeemable once a year on the anniversary of the issue date or during 
the 30 days thereafter without penalty. 


Canada Savings Bond: Is currently offered for sale by most Canadian financial 
institutions to individual Canadians. It pays a competitive rate of interest that is 
guaranteed for one or more years. It may be cashed at any time and, after the first 
three months, pays interest up to the end of the month prior to encashment. 


CanPx: A transparency system which provides real time price and transaction 
information for key benchmark issues of Canadian government bonds and 
Treasury bills. Over time the system will be expanded to include other actively 
traded government securities. 


contingency reserve: Is included in the budget projections primarily to 

cover risks arising from unavoidable inaccuracies in the models used to translate 
economic assumptions into detailed budget forecasts, and unpredictable events. 
The contingency reserve also provides an extra measure of backup against adverse 
errors in the economic forecast. If not needed, it is used to pay down the 

public debt. 


cross-currency swap: An agreement that exchanges one type of obligation for 
another involving different currencies and the exchange of the principal amounts 
and interest payments. 
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duration: Weighted average term to maturity of a bond’s cash flow, used as a 
measure of interest rate sensitivity. 


Exchange Fund Account: A fund maintained by the Government of Canada 

for the purpose of promoting orderly conditions for the Canadian dollar in the 
foreign exchange market. This function is fulfilled by purchasing foreign exchange 
(selling Canadian dollars) when there is upward pressure on the value of the 
Canadian dollar and selling foreign exchange (buying Canadian dollars) when 
there is downward pressure on the currency. 


financial balance (excluding foreign exchange transactions ): Measures 
the difference between the cash coming in to the Government and the cash going 
out. In the case of a financial requirement, it is therefore the amount of new 
borrowing required from outside lenders to meet the Government’s financing 
needs in any given year. 


fixed-rate marketable bond: Market debt instrument issued by the Government 
of Canada and sold via public tender. These issues have a specific maturity date 
and a specified interest rate. All Canadian dollar marketable bonds pay a fixed rate 
of interest semi-annually and are non-callable. They are transferable and hence 
can be traded in the secondary market. 


fixed-rate debt: The share of the gross debt that is maturing or being repriced 
in more than 12 months. 


foreign exchange reserves: Stocks of foreign exchange assets 

(e.g. interest-earning bonds) held by sovereign states to support the value of 
the domestic currency. Canada’s foreign exchange reserves are held in a special 
account called the Exchange Fund Account. 


government securities distributor: Member of a group of investment banks 
and dealers, through which the Government distributes Government of Canada 
Treasury bills and marketable bonds. 


gross public debt: Total amount the Government owes. It consists both of 
market debt in the form of outstanding securities such as Treasury bills and 
Canada Savings Bonds, and internal debt owed mainly to the superannuation fund 
for government employees and other current liabilities. 


hedge: A transaction intended to reduce the risk of loss from price fluctuations. 


interest-bearing debt: Consists of unmatured debt, or market debt, and the 
Government’s liabilities to internally held accounts such as federal employees’ 
pension plans. 


interest rate swap: An agreement that exchanges one type of return for another 
(e.g. a fixed for a floating rate of interest) and also exchanges the principal 
amount for the term of the swap. 


market debt: For debt management purposes, market debt is defined as the 
portion of debt that is funded in the public markets, and includes marketable 
bonds, Treasury bills, retail debt (primarily Canada Savings Bonds), foreign- 
currency-denominated bonds and bills, as well as bonds issued to the Canada 
Pension Plan. 


marketable debt: A marketable debt instrument is issued by the Government 
of Canada and sold via public tender or syndication. These issues can be traded 
between investors while outstanding. 


market transparency: Within the context of debt management, characterization 
of a bond market where debt management strategies and operations are known 
and well understood by market participants. 

net public debt: Consists of gross public debt net of financial assets. 
non-market debt: Includes the Government’s internal debt, which is, for the most 
part, federal public sector pension liabilities and the Government’s current 
habilities (such as accounts payable, accrued liabilities, interest and payment 

of matured debt). 

offer: Price at which a seller is willing to sell. 

primary market: Market for new issues of securities. 

real return bond: A Government of Canada real return bond pays semi-annual 
interest based upon a real interest rate. Unlike standard fixed-rate marketable 
bonds, interest payments on real return bonds are adjusted for changes in the 
consumer price index. : 

secondary market: Market where securities are bought and sold after issuance. 


sovereign market: Market for the debt issued by a government. 


term structure of interest rates: The levels of interest rates from short- 
to long-term maturities. 


tranche: A portion of a bond offering, delineated by maturity. 


Treasury bill: A short-term obligation sold by public tender. Treasury bills with 
terms to maturity of 3, 6 or 12 months are currently auctioned on a biweekly basis. 


turnover ratio: Volume of securities traded as a percentage of total 
securities outstanding. 


yield curve: Graph based on the term structure of interest rates plotting the 
yield of all bonds of the same quality, with maturities ranging from the shortest 
to longest term available. 
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Foreword by the Minister of Finance 


I am pleased to table before Parliament the Debt Management Strategy of 
the Government of Canada for fiscal year 2002-03. It provides comprehensive 
information on the Government’s debt management strategy in the coming 
fiscal year. 


In keeping with its track record of sound fiscal management, the Government 
projected in December 2001 that the budget would be balanced or better in 
2001-02 and in each of the two subsequent years. This would mean seven 
consecutive years of balanced budgets or surpluses. 


From a peak of about 71 per cent in 1995-96, the debt-to-GDP (gross domestic 
product) ratio is expected to fall to below 50 per cent in 2002-03. This is important 
to all Canadians because, as the size of the debt declines relative to the size of the 
economy, the debt becomes more manageable. To that end, the Government has 
taken steps to reduce the debt not only in relation to the size of the economy but 
also in absolute terms, paying down $36 billion in net debt in the last four years. 


Still, the level of debt remains significant, with debt-servicing costs taking about 
23 cents of each revenue dollar collected by the federal government. But this is 
a major improvement compared to the 36-cent debt-servicing cost in 1995-96. 


While Canada is in the midst of a global economic slowdown — a slowdown made 
worse by the September 11, 2001, terrorist attacks on the United States — it is 
important to keep debt-servicing costs as low and as stable as possible. A crucial 
part of these efforts is the management of the Government’s market debt. 


The Honourable Paul Martin, P.C., M.P. 
Minister of Finance 
Ottawa, March 14, 2002 
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Purpose of This Publication 


The Debt Management Strategy is an annual publication of the Department of 
Finance that provides information on the federal government’s objectives and 


strategies for managing the outstanding stock of debt within the context of the 
fiscal environment. 


The Government publishes a companion document, the Debt Management 
Report, which reports on the Government’s debt operations over the previous 
fiscal year and provides detailed information on major strategic initiatives and on 
outstanding debt. This publication is available shortly after the release of the 
Public Accounts in the fall. 


Highlights of the 2002-2003 Debt Strategy 


® The Government is committed to balanced budgets or better in 2001-02 and in 
each of the next two fiscal years. 


= Given the fiscal outlook, no restructuring of domestic debt programs is planned 
in 2002-03. 


The target for the fixed-rate share of the debt will be maintained at 
two-thirds. 


The Treasury bill program is planned to operate at levels similar to last year. 


The gross issuance of bonds is planned to be similar to last year. The total 
amount of bonds issued through auctions is expected to be lower than last 
year, with the decline offset by new issuance through bond buybacks on a 
switch basis. 


The bond program will continue to offer marketable bonds in four maturity 
sectors (2-, 5-, 10- and 30-year) and one bond that is inflation index-linked 
(30-year). 


Current benchmark targets will be maintained for nominal bonds: 2-year 
($7 billion-$10 billion), 5-year ($9 billion-$12 billion), and 10- and 30-year 
($12 billion-$15 billion). 


1 Debt strategy initiatives aimed at enhancing the Government of Canada 
securities market include the following: 


The processing time for auctions and bond buyback operations will be further 
reduced as the year progresses to lower market risk for participants and 
promote participation. 


Bond issues that are targeted in buyback operations will be expanded to 
include some older benchmark bonds. A larger ceiling for individual 
buyback operations will be adopted to improve the effectiveness of the 
bond buyback program. 


The pilot cash management bond buyback program, introduced in 2001-02 to 
smooth the Government’s cash requirements, will continue in 2002-03. 


Work will continue with market participants and regulators to enhance 
market integrity, transparency, liquidity and efficiency. 


Collateral-based frameworks will be implemented for domestic cash balances, 
cross-currency swaps and foreign cash balances to ensure prudent 
management of counterparty risk. 
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The 
fundamental 
debt 
management 
objective is 

to provide 
stable, low-cost 
funding for the 
Government. 


Debt 
management 
operations are 
planned and 
executed in 
keeping with 

a number of key 
principles. 


Debt Management Framework 


Debt Management Objectives 


The fundamental debt management objective is to raise stable, low-cost funding 
for the Government. A key strategic objective is to maintain a well-functioning 
market for Government of Canada securities. A well-functioning market 
contributes to keeping costs low and benefits financial markets in general. 


Debt Management Principles 


In the pursuit of these objectives, the Government abides by the following 
operational principles. 


» Prudence: Raise all the required funding for its operational needs in the 
domestic market. Manage the composition of the domestic debt to protect the 
Government’s fiscal position from unexpected increases in interest rates and to 
limit refinancing needs in any given period. Minimize, to the extent possible, 
risks arising in the management of the Government’s foreign reserves portfolio. 


Transparency, liquidity and regularity: Emphasize transparency, liquidity and 
regularity in the design and implementation of its domestic debt programs in 
order to maintain a well-functioning domestic market and keep costs low. 


Diversification: Borrow using a variety of instruments and range of maturities 
to keep costs low and maintain a diversified investor base. 


Market integrity: Work with market participants and regulators to enhance the 
integrity and attractiveness of Government of Canada securities to investors. 


» Consultations: Actively seek input from market participants on major 
adjustments to the federal debt and cash management programs. 


Best practices: Ensure that the operational framework and practices are in 
line with the best practices of other comparable sovereign borrowers and the 
private sector. 


The 
Government 
borrows 
strategically 
in domestic 
markets. 


The 
Government 
operates on a 
discretionary 
basis in 
managing the 
foreign reserves 
portfolio. 


Debt Management General Strategy 


The general approach taken by the Government to achieve the debt management 
objectives is as follows. 


Domestic Market 


The Government structures the maturity profile of the debt in a way that 
balances lower financing costs with reasonable cost stability and lower 
refinancing risk under a range of potential interest rate environments over 
the long term. The target debt structure is not based on a particular interest 
rate outlook. 


To enhance the functioning of the market, the Government borrows on a 
regular, pre-announced basis in key segments of the market, builds large bond 
benchmarks and maintains effective rules for participation at Government of 
Canada securities auctions. 


The Government maintains a diversified investor base by auctioning nominal 
bonds, real return bonds and Treasury bills in the wholesale market and by 
selling savings products to Canadians in the retail market. 


Foreign Currency 


The Government finances foreign exchange reserves through a range of 
programs, the use of which is determined by asset portfolio objectives, cost, 
maturity profile and market conditions. 


Foreign liabilities are matched with reserve assets to limit currency and interest 
rate risks. 


» The Government funds its foreign exchange debt through diverse sources and 
structures the maturity of the debt to limit refinancing needs. 


The 
Government 
projects 
balanced 
budgets or 
better for 
2001-02 and 
for each of the 
next two fiscal 
years. 


Debt Management Environment 


Fiscal Outlook 


Budgetary Balance 


The Government's fiscal policy sets the context for debt management operations. 
The Government has recorded budgetary surpluses over the past four fiscal years 
and has paid down $35.8 billion of the net public debt. Taking into account the 
economic slowdown and initiatives announced in the 2001 budget, the Government 
is committed to maintaining balanced budgets or better for 2001-02 and for each 
of the next two fiscal years. 


Contingency Planning in the Current Environment 


The Government sets aside an annual Contingency Reserve to cover risks 
arising from unpredictable events and variations in economic forecasting. 


The unforeseen circumstances of both the slowdown in the global economy 
and the September 11" terrorist attacks created a high degree of uncertainty 
and exceptional fiscal pressures. In this regard, the Government announced 
in the December 2001 Budget that it plans to use a portion of the 
Contingency Reserve. 


The Contingency Reserve is set at $1.5 billion for 2001-02, rising to 
$2.0 billion in 2002-03 and $2.5 billion in 2003-04. 


The Government intends to restore the level of the Contingency Reserve 
as soon as possible. 


The Contingency Reserve for 2001-02 will be used for debt paydown. 
For 2002-03 and 2003-04 the Government plans to use the Contingency 
Reserve, to the extent that it is not needed to meet unexpected 
circumstances, to pay down the debt as well. 


Combined with forecast economic growth, the debt-to-GDP ratio — the level of 
debt in relation to the country’s annual income — remains on a downward track. 
From a peak of 70.7 per cent in 1995-96, the ratio is expected to fall to under 
50 per cent in 2002-03 — the lowest ratio in 17 years — and to about 47 per cent 
by 2003-04. 
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The measure 
used for debt 
management 
planning is the 
Government’s 
financial 
balance. 


The net 
financial 
balance is 
affected by 
foreign 
exchange 
transactions. 
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Financial Balance (Excluding Foreign Exchange Transactions) 


The key budgetary measure for debt management planning is the financial balance 
— requirement or source — rather than the budgetary balance (see box below). 

The budgetary balance is presented on a modified accrual basis, recognizing 
liabilities when they are incurred rather than when they are actually paid out. 

In contrast, the financial balance is on a cash basis. 


Foreign Exchange Transactions 


In the past several years foreign exchange transactions, which were used to build 
up Canada’s foreign exchange reserves, have reduced the size of net financial 
balances. In 2002-08 the level of Canada’s foreign exchange reserves is expected 
to remain largely unchanged, although a modest financing requirement may be 
engendered by transactions related to Canada’s commitment to the International 
Monetary Fund (IMF). 


Measuring the Government’s Fiscal Position: 
Budgetary Balance and Financial Balance 


The budgetary balance and financial balance are based on the Public 
Accounts accounting framework. The Public Accounts provide information to 
Parliament on the Government’s financial activities, as required under the 
Financial Administration Act. The measures are provided on a fiscal-year 
basis ending March 31. 


The budgetary balance — deficit or surplus — is one measure of the 
Government’s fiscal situation. It is presented on a modified accrual basis of 
accounting, recording liabilities when they are incurred, regardless of when 
the actual cash payment is made. 


The financial balance — requirement or source — provides a measure of the net 
cash position needed to fund the Government’s programs and debt charges. 
The budgetary balance includes obligations incurred by the Government 
during the course of the year, whereas the financial balance includes only the 
cash outlay related to these obligations. 


The net financial balance includes foreign exchange transactions, 

which represent all transactions in international reserves held in the 
Exchange Fund Account and commitments to the IMF. The net financial 
balance corresponds closely to the unified budget Dalaner measure used in 
the United States. 


The outlook 

is for some 
modest market 
debt retirement 
in 2002-03. 


Transactions for the Year Ending March 31, 2001 
(in millions of dollars) 


Budgetary surplus 
$17,148 


+ 


Non-budgetary Loans, investments and advances, 
transactions pensions and other accounts, and 
$1,843 other transactions 


Financial source 
$18,991 


Foreign exchange Foreign exchange reserves, 


transactions IMF subscription and allocations 
$8,776 


Net financial source 


$10,215 


Source: Public Accounts of Canada, 2000-01. 


Market Debt Outlook 


The net public debt has declined by $35.8 billion over the past four fiscal years, 
including a $30.5-billion decline in market debt. A small financial source is 
currently foreseen for 2002-03. A net financial source is uncertain as it is affected 
by foreign exchange transactions occurring during the year. At this time the 
outlook is for some modest market debt retirement in 2002-03. 


The Government does not expect to borrow net new funds in 2002-03. If 
necessary, it can draw on the existing amount of $4 billion in non-lapsing 
borrowing authority provided by the 1996-97 Borrowing Authority Act. 


Borrowing Authority 


Under the Financial Administration Act, the Government has standing 
authority to refinance market debt maturing in a fiscal year. 


Parliamentary approval must be obtained in the form of a borrowing authority 
bill to raise net new debt. 


Currently available new borrowing authority is limited to a $4-billion 
non-lapsing contingency provided by the 1996-97 Borrowing Authority Act. 
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Debt Composition 


Only the Debt management operations focus on market debt, which is only one component 
market debt of the gross public debt, and financial assets. The other component of the gross 
component of debt, non-market debt, is taken into account in debt strategy planning but is not 


the gross public actively managed. Non-market debt generally includes federal public sector 
debt is actively pension liabilities and the Government’s accrued liabilities. The chart below 
managed. illustrates the relationships between the components of the public debt. 


Total Public Debt as of March 31, 2001 
(in millions of dollars) 


Paras fas nw | Marketable bonds, Treasury bills, 
$446,403 Canada Savings Bonds and Canada 
— Premiun Bonds, real return bonds, foreign debt 
+ 
Non-market debt Pensions and other 
$186,473 | accounts, other liabilities 


Gross public debt 


$632,876 


Financial assets Ges Cash, foreign exchange 
$85,498 reserves, loans, investments 


fa and advances 


Net public debt 


$547,378 


Source: Public Accounts of Canada, 2000-01. 


The federal government’s market debt consists mainly of fixed-rate marketable 
bonds, real return bonds (RRBs), Treasury bills, retail non-marketable debt 
(Canada Savings Bonds and Canada Premium Bonds) and foreign-currency- 
The denominated debt. Financial assets held by the Government include operating 
composition of cash balances, loans and investments, and foreign exchange reserves. 
market debt is 


expected to Over the coming year the composition of market debt is expected to remain 
remain largely largely unchanged. Debt programs are planned to operate at similar levels to the 
unchanged in 2001-02 fiscal year. The chart on the next page shows the forecast composition 


2002-03. of federal market debt at the end of the 2001-02 fiscal year. 


Forecast Composition of Market Debt, March 31, 2002 


Foreign-currency- 
denominated debt 
Retail debt 7% 
5% 


Treasury bills 
21% Marketable bonds 
including RRBs 


67% 


Note: Excludes bonds issued to the Canada Pension Plan. 
Source: Department of Finance. 
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Prudence 
remains 
important given 
the outstanding 
debt stock. 


The 
Government 
takes a 
long-term 
perspective 
with respect to 
the debt 


Structure. 


The key 
operational 
measure of the 
debt structure is 
the fixed-rate 
portion of debt. 


The fixed-rate 
target is 
reviewed 
annually. 


For 2002-03 the 
target fixed-rate 
share of the 
debt will remain 
at two-thirds. 


2002-2003 Debt Management Strategy 


Key Considerations 


Maintaining a Prudent Debt Structure 


Canada’s outstanding stock of market debt, which stood at $446 billion as of 
March 31, 2001, is exposed to interest rate changes originating in Canada and 
around the world. Interest rate changes can significantly affect annual debt 
charges, as the portion of debt that matures must be reissued at the new 
prevailing market interest rates. Including multiple refinancings of maturing 
short-term Treasury bills, some $324 billion of the federal market debt will be 
maturing or repriced over the 2002-03 fiscal year. 


In determining the composition and maturity profile of the debt, the Government 
takes a long-term perspective with respect to the trade-off between the cost and 
risk of issuing various forms of debt. The trade-off reflects the fact that, from a 
borrower’s point of view, longer-term debt instruments are generally more costly 
but less risky than shorter-term debt instruments. 


The primary measure of the debt structure is the fixed-rate share, which is the 
proportion of interest-bearing debt having fixed rates (debt that does not mature 
or need to be re-priced within a year). Consideration is also given to the debt 
structure’s average term to maturity, or average length of time before debt 
instruments need re-pricing. 


Target Fixed-Rate Share 


The Government has achieved greater debt cost stability over the past several 
years by increasing the fixed-rate target from about 50 per cent to the current 
target of two-thirds. Over the past three fiscal years the fixed portion of debt has 
remained around the two-thirds level, although small fluctuations occur as 
operations are conducted throughout the year. 


As part of debt strategy planning, the fixed-rate debt structure target is reviewed 
annually to assess its suitability given changes in the fiscal and economic 
environment. Factors that influence the decision on the target structure are the 
short-term volatility of debt costs (given the interest rate environment), the 
structure’s impact on borrowing requirements, and the long-term cost/risk profile. 


Based on the analysis of costs and risks, the Government will maintain the target 
fixed-rate share of the debt at two-thirds for 2002-03. The Government will 
continue to evaluate the fixed-rate debt structure target needed to balance the 
long-term cost/risk profile against short-term fiscal and economic constraints. 

In this regard, work is ongoing to assess the costs and risks of alternative 
fixed-rate debt structures. 


1 Includes cross-currency swaps. By comparison, the amount maturing or repriced excluding 
cross-currency swaps is $276 billion, modestly higher than in 2001-02 ($262 billion). 


2002-2003 Analysis of Fixed-Rate Debt Structures 


The analysis of the target debt structure compares the expected debt costs 
and debt cost variability of the current fixed-rate debt structure to debt 
structures that have +5 percentage points fixed-rate shares. 


The comparison of alternative fixed-rate debt structures indicates that debt 
costs would likely be about $600 million higher next year if the fixed-rate 
portion of debt were 5 percentage points higher (72 per cent) while debt 
costs would likely be about $400 million lower next year if the fixed-rate 
portion of debt were 5 percentage points lower (62 per cent) (see chart on 
next page). By comparison, last year’s analysis indicated that debt costs 
would likely be about $100 million higher (lower) with a 72-per-cent 
(62-per-cent) fixed-rate share. Last year’s values were lower because the 
yield curve was very flat compared to the historical yield curve shape. 
Compared to last year, there is currently a greater differential between 
short- and long-term rates. 


The above comparative analysis is indicative of higher and lower cost/risk 
profiles that could only be achieved over time. The differences in debt costs 
depend on the yield curve, which is likely to be different when the debt is 
actually refinanced. For example, if a change were made next year to a 
2-percentage-point lower (or higher) fixed-rate structure, debt costs would 
be about $100 million lower (higher). 


The fixed-rate share of debt affects not only debt costs but also the volatility 
of debt costs. Cost at Risk (CaR) analysis,? which quantifies the debt cost risk 
under a particular fixed-rate debt structure, suggests that, over a long-term 
horizon, the costs and risks of alternative debt structures within the range of 
62 per cent to 67 per cent are fairly similar. Over time the expected debt cost 
savings with a lower fixed-rate structure would offset the potential volatility 
in debt costs due to interest rate risk and offer some prospect for overall 
lower debt costs. 


This result needs to be interpreted with care, however, as the impact of 
extreme interest rate shocks is not considered in the CaR analysis and 
remains a factor in the prudent debt structure decision. Under worst-case 
scenarios of significantly greater interest rate shocks, the impact on 

debt costs under lower fixed-rate structures could disrupt the fiscal plan. 


2 A more detailed description of the analytical measures used to determine the debt structure 
target is contained in Debt Management Report 2000-2001, which is available on the 
Department of Finance Web site at www.fin.gc.ca. 


A prudent debt structure ensures that the Government’s exposure to a variety 
of interest rate shocks in the short term is confined to tolerance levels in 
keeping with the current fiscal plan. CaR analysis indicates that the 
two-thirds fixed-rate structure is highly likely to limit the fiscal impact 

of unanticipated increases in interest rates to $2 billion or less over the 

next year (see chart below). 


Debt Cost Sensitivity to Interest Rate Shocks 
(in billions of dollars) 
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2.0 


1.5 


1.0 


0.5 


No interest 100-basis-point Maximum expected 
rate shock shock shock (with 95% probability) 


Note: Values represent the estimated deviation from expected debt costs with a two-thirds fixed-rate structure. 
Source: Department of Finance. 


With the two-thirds fixed-rate structure, a 100-basis-point increase in interest 
rates would now raise net debt-servicing costs by $0.9 billion next year; by 
comparison, the impact of the same interest rate shock was estimated at 

$1.8 billion in the mid-1990s with a one-half fixed-rate structure. 


With the two-thirds debt structure, the Government also limits the need to 
refinance a large portion of debt in any given period. In 2002-03 the 
Government is expected to refinance, on average, $4 billion per week in 
maturing Treasury bills compared to $7 billion per week in the mid-1990s, 
when the fixed-rate portion of debt was one-half. 
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The average 
term to maturity 
of the debt has 


been increasing. 


The costs and 
operational 
implications of 
changing the 
ATM will be 
evaluated. 


Maintaining a 
well-functioning 
market for 
Government 

of Canada 
securities 1s a 
key objective 

of the debt 
strategy. 


Average Term to Maturity 


Average term to maturity (ATM), measured in years, represents the average 
length of time before debt instruments mature and are subject to refinancing risk. 
The ATM of marketable debt has increased from roughly 4 years in 1990 to 

6.4 years in March 2001. The upward trend in ATM resulted from the increase in 
the fixed-rate share, the reduction in the stock of Treasury bills, and the 
continued issuance pattern of marketable bonds that includes 30-year bonds 

(the first 30-year bond issue, sold in 1990, will not mature until 2021). 


While the fixed-rate share has remained relatively constant over the past three 
years, the ATM of the debt is projected to increase to roughly 6.6 years at the end 
of March 2002 given the current issuance pattern of the Government of Canada 
bond program. 


Further analytical work on the composition of the fixed-rate portion of the debt 
will be done in 2002-03, in particular on the costs and operational implications of 
changes in the market debt’s ATM. 


Maintaining a Well-Functioning Market 


For over a decade federal debt strategy has placed great emphasis on the 
development of a well-functioning Government of Canada securities market. 

As a major sovereign country and frequent borrower, the Government must 
employ regular and transparent programs that sustain a liquid and efficient 
market. A well-functioning market attracts broad investor interest, which helps 
to provide stable, low-cost financing over time. A liquid and efficient Government 
of Canada securities market also provides key pricing and hedging tools for 
market participants and thereby contributes to the health of the broader 
fixed-income market. 


The Government monitors turnover and bid-offer spreads as key indicators of the 
status of the market, as well as best practices. In these respects, recent studies 
indicate that Canada compares favourably with other major sovereigns. However, 
in the recent environment of limited borrowing requirements and a declining debt 
stock, developing and testing initiatives to maintain and enhance market liquidity 
remains a key focus of the Government’s debt strategy. 


In 2002-03 a number of operational initiatives will be undertaken to enhance 
liquidity and activity in Government of Canada securities (see the next section 
for details). Among other things, participation in buybacks will be encouraged by 
increasing the range of securities involved and the use of a pilot program of 
buybacks on a switch basis. These adjustments will assist in converting less liquid 
outstanding securities for new liquid bond benchmarks and help to build target 
bond benchmarks more quickly. 


The market risk borne by auction and buyback participants will be reduced by 
moving to shorter operational turnaround times. In addition, transparency will be 
enhanced through regular market consultations on the development of debt 
policies and programs, with reports on topics of interest and views received posted 
on the Bank of Canada’s Web site at www.bankofcanada.ca. 


No major 
restructuring of 
domestic debt 
programs ts 
planned in 
2002-03. 


Thirty-year 
bond issuance 
will continue. 


Benchmark 
bond size 
targets will 
remain 
unchanged. 


Auction and 
buyback 
turnaround 
time will be 
reduced. 


Pilot bond 
buybacks on a 
switch basis 
will accompany 
the ongoing 
buybacks on a 
cash basis. 


2002-2003 Debt Strategy Plan 


Domestic Debt Programs 


Domestic debt programs are expected to operate at similar levels to those of 
2001-02, and no restructuring is planned in 2002-03. In developing the debt 
program plans below, the Government has conducted extensive consultations with 
market participants in recent months. A report on these consultations, and others 
conducted earlier in 2001-02, is available on the Bank of Canada Web site at 
www.bankofcanada.ca. The Government will continue to consult with market 
participants during fiscal year 2002-03 on potential adjustments to program plans. 


Fixed-Rate Marketable Bond Program 


In 2002-03 some $35 billion of bonds will be maturing. Gross bond program 
issuance in 2002-03 will be about $40 billion, taking into account the issuance of 
new bonds that are exchanged for existing bonds under the pilot program of 
buybacks on a switch basis. 


Consultations have indicated that market participants strongly favour continued 
issuance of 30-year bonds. From the Government’s perspective, these securities 
play an important role in the stability of the Government’s debt portfolio. 
Accordingly, the domestic bond program will continue to have four benchmark 
maturities (2-, 5-, 10- and 30-year) with benchmark target sizes unchanged from 
last year (2-year bonds: $7 billion to $10 billion; 5-year bonds: $9 billion to 

$12 billion; 10- and 30-year bonds: $12 billion to $15 billion). The benchmark sizes 
will be achieved through reopenings where a particular bond issue is sold at 
several auctions until the benchmark target range is reached. 


A regular, transparent calendar of auctions will be maintained. In 2002-03 the 
Government will continue to hold quarterly auctions of 2-, 5- and 10-year bonds 
and semi-annual auctions of 30-year bonds. The Bank of Canada will announce the 
quarterly auction calendar shortly before the start of each quarter. 


The process time for bond auctions will be reduced as the year progresses to lower 
market risk for participants. The auction turnaround time is planned to be lowered 
from 15 minutes to 10 minutes as the year progresses. The process time for bond 
buyback operations will be reduced from 30 minutes to 15 minutes. 


Bond Buyback Program 


The objective of the existing bond buyback program is to permit the maintenance 
of a liquid new bond issue program. The program targets older, less liquid bonds 
for repurchase. Transactions are conducted in conjunction with auctions of similar 
maturity bonds. 


In December 2001, following consultations with market participants, the 
Government announced that it would pilot buyback operations on a switch basis to 
broaden participation. Buyback operations on a switch basis involve the exchange 
of existing, less liquid bonds for new-issue bonds on a duration-neutral basis; that 
is, the bondholder can switch an off-the-run bond for the current benchmark issue 
with no impact on portfolio structure. The first switch operation was recently held 
in the 30-year sector. 


wim 


With the 
introduction 
of buybacks on 
a switch basis, 
bond buyback 
volumes will 
be larger. 


Bond issues 
included in 
buyback 
operations 

will include 
some older 
benchmark 
bonds and their 
fungibles. 


The ceiling for 
individual 
operations will 
be increased. 


RRB issuance 
will continue. 


The retail debt 
program will 
focus on 
balancing 
cost-effectiveness 
and innovation. 


The Government intends to conduct both cash and switch buyback operations in 
2002-03 on a larger scale than in 2001-02, taking into account the pilot switch 
program. The target size of the bond buyback programs and the timing of 
operations will be announced through the quarterly bond auction calendar 
published by the Bank of Canada. 


During consultations the Government sought the views of market participants on 
adding flexibility to buyback activity, including expanding the bond buyback 
basket and allowing the Government to buy back a larger amount of bonds should 
market conditions be favourable. 


In 2002-03 the buyback basket will be expanded to include some older benchmark 
bonds and their fungibles. Bonds that will continue to be excluded from buybacks 
include issues in the 2-, 5- and 10-year sectors that are currently being built as a 
benchmark, the current and preceding benchmark, as well as those having 
maturities greater than or equal to 25 years. The decision on specific bond issues 
to be included in buyback operations will take into account the views of market 
participants and will continue to be announced with the Call for Tender. 


The announced ceiling for individual buyback operations will be raised from 
2001-02 levels, and will continue to represent the maximum amount of bonds 
that the Government would buy back during that operation. The increase in the 
ceiling will permit the Government to take advantage of favourable buyback 
opportunities, depending on financial requirements at the time and prevailing 
price levels. On most occasions it is expected that the amount purchased by the 
Government will be lower than the announced ceiling. 


The auction schedule is available on the Bank of Canada’s Web site at 
www.bankofcanada.ca. A list of outstanding Government of Canada bonds, 
including maturity dates, can be found in Debt Management Report 2000-2001, 
which is available on the Department of Finance Web site at www.fin.gc.ca. A list 
is also available in the forthcoming annual publication, Swmmary of Government 
of Canada Direct Securities and Loans, which will also be available on the 

Bank of Canada’s Web site. 


Real Return Bonds 


In 2002-03 the federal government plans to issue about $1.4 billion of RRBs 
through quarterly uniform price auctions. 


Retawl Debt Program 


In 2002-03 the Government will focus on balancing the need to be cost-effective in 
an environment of declining retail stock with investments in innovation required to 
maintain a vibrant and creative Retail Debt Program. 


Targeted initiatives aimed at broadening access and diversifying the investor base, 
including on-line access, direct sales and a focus on youth, will be continued and 
in some cases expanded in the upcoming year. As well, more cost-effective and 
flexible means of delivering systems and operations support services will be 
actively pursued. 


The Treasury 
bill program is 
expected to 
operate at 
similar levels 
to last year. 


The pilot cash 
management 
bond buyback 
program will 
be continued 
in 2002-03. 


Consultations 
on debt 
management 
operations will 
continue. 


Discussions 
with market 
participants 
and securities 
regulators on 
enhancing 
market 
transparency 
and integrity 
are ongoing. 


A separate Retail Debt Plan will not be released in 2002-03 by Canada Investment 
and Savings, the Government’s retail debt agency, but specific initiatives that are 
developed will be announced at the appropriate time. 


Treasury Bill Program 


The Treasury bill stock varies over the year largely as a result of changes in the 
Government’s funding and cash needs. Based on funding needs indicated in the 
2001 budget, the Treasury bill program is expected to operate at similar levels to 
2001-02. The stock of Treasury bills at the end of fiscal year 2002-03 is expected 
to be in the range of $90 billion to $100 billion. 


Bond Buybacks for Cash Management 


To help in smoothing the Government’s cash requirements, a pilot program of cash 
management bond buybacks was implemented in 2000-01. The purpose of the 
program is to reduce the peak levels of government cash balances needed to 
redeem upcoming large bond maturities. 


The program currently involves buying back bonds with less than 12 months to 
maturity. The pilot program will be continued in 2002-03, as operational 
parameters and effectiveness are assessed and potentially adjusted. 


Primary Market Enhancements 


Market participants will continue to be consulted on ways of enhancing debt 
program operations. Through this approach, the Government seeks to maintain 

a high standard of transparency, to improve operational flexibility and to obtain 
external input into its decisions on debt management operations. Communications 
will be conducted through notices and information posted on the Bank of Canada’s 
Web site (www.bankofcanada.ca). 


Domestic Market Initiatives and Integrity 


The Government has a strong interest in ensuring the well functioning and 
integrity of the market for fixed-income securities, particularly Government of 
Canada securities, which are the benchmark of the market. 


The Department of Finance and the Bank of Canada have an ongoing dialogue 
with the Canadian Securities Administrators and market participants on the 
regulation of electronic trading and the appropriate framework for the regulation 
of the domestic fixed-income market. 


In this context, the Government supports the enhancement of transparency 
mechanisms. A current initiative is the proposed use of the CanPx system as the 
consolidator for information on fixed-income securities trading across various 
marketplaces. CanPx is a screen-based, real-time information system that provides 
market participants with best bid and offer prices and trading volumes, conducted 
on inter-dealer broker screens, in a range of benchmark fixed-income securities. 


The 


Government is 


implementing 
a cash 
management 
framework 

in 2002-03 

to reduce 
credit risk. 


The 
Government 
holds foreign 
exchange 
reserves for 
liquidity and 
intervention 
purposes. 


Management of the Government’s Cash Balances 


The Government manages its cash balances in order to ensure that it has sufficient 
cash on hand to meet its operating and liquidity requirements. Under the current 
framework the cash balances are placed with participants of the Large Value 
Transfer System as uncollateralized deposits through a competitive 

auction process. 


The Government has developed a new credit framework for investing the cash 
balances.” The new framework will be implemented in mid-2002-03 and is in line 
with the best practices of other governments and market participants. The two key 
modifications to the framework are the introduction of a credit management 
system, using credit ratings, credit lines and collateral to better manage credit risk, 
and a broadening of the list of eligible counterparties to encourage more 
competitive bidding at auctions. 


Foreign Debt Programs 


Foreign Exchange Debt and Reserve Assets 


The Government’s foreign exchange reserve assets, held in the Exchange Fund 
Account, provide the Government with foreign currency liquidity and may be used 
for intervention in the foreign exchange markets to promote orderly conditions for 
the Canadian dollar. Further details on the management of international reserves 
are available in the Exchange Fund Account Annual Report, available on the 
Department of Finance Web site at www.fin.gc.ca. 


The Government’s foreign currency reserves are funded through foreign currency 
borrowings. The foreign currency reserve assets, and liabilities financing those 
assets, are managed on a portfolio basis, based on many of the same principles 
used by private sector financial institutions, including prudent risk 

management principles. 


The key objectives of the reserves program are: 


ensure that an appropriate level of reserves is maintained while minimizing the 
cost of carrying reserves (i.e. the difference between interest earned on reserve 
assets and interest paid on foreign currency liabilities); 


immunize to the extent possible currency and interest rate risk by selecting 
reserve assets that match the liabilities in currency and duration; and 


' maintain diversified funding sources and a prudent liability structure to help 
manage refinancing needs. 


> A detailed description of the cash management investment framework is contained in 
Debt Management Report 2000-2001, which is available on the Department of Finance 
Web site at www.fin.gc.ca. 


ibe" 3 
Government 
has access to a 
wide range of 
sources to fund 
its foreign 
currency assets. 


In 2002-03 the 
precise mix of 
funding sources 
will depend on 
a number of 
considerations. 


Funding Sources 


The Government has access to a wide range of sources to fund its foreign currency 
assets. These sources include a short-term US-dollar discount note program, 
medium-term note issuance in various markets, cross-currency swaps of domestic 
obligations, international bond issues, and purchases of US dollars in foreign 
exchange markets. Cross-currency swaps, which have proven to be a particularly 
cost-effective alternative, have been actively used in recent years. 


Consistent with the Government’s policy of immunizing currency and interest 
rate risk in Canada’s reserve program, the Government occasionally purchases 
US dollars to meet international and other operational requirements and to bring 
foreign currency liabilities in line with foreign currency assets. 


Cross-Currency Swap Contract to Raise Foreign 
Exchange Reserves 


At the inception of the swap contract, 


Foreign the Government receives US$ principal, 
in exchange for C$, to increase foreign 
reserve assets reserve assets. 


At the termination of the swap contract, 
the transfer of principal amounts is 
reversed (i.e. the direction of the dotted 
arrows is reversed). 


Interest inflow 


from foreign : US$ US$ 
assets (US$) lat” Bade tS oO ee 


Government Swap 


counterparty 


of Canada 


Interest : 
outflow to - C$ 


domestic C$ 
liabilities (C$) The Government pays 
US$ interest and receives 
F C$ interest in exchange. 
Domestic 
debt 


Interest flow 2 77° Principal flow 


Note: This diagram is only a schematic representation of the currency flows associated 
with US$ cross-currency swaps. 
Source: Department of Finance. 


In 2002-03 the precise mix of funding sources will depend on a number of 
considerations, including relative cost, market conditions and opportunities, and 
the desire to maintain a prudent foreign-currency-denominated debt maturity 
structure. It is expected that cross-currency swaps of domestic obligations and 
purchases of US dollars will continue to be primary sources of reserve funding. 
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In 2002-03 the 
Government 
will proceed to 
implement of a 
collateral 
management 
framework to 
better manage 
credit risk. 


Credit Risk Management 


The Government has in place a comprehensive risk management framework for 
identifying and managing treasury risk, including market, credit, operational and 
legal risks related to the financing and investment of the foreign exchange 
reserves. The Government’s risk management policies call for prudent 
management of treasury risks based on best practices. Standards for risk tolerance 
are very prudent, with market risks generally immunized and high credit quality 
and diversification standards followed. 


In 2002-03 the Government will be proceeding with the implementation of a 
collateral management framework to better manage the Government’s credit risk 
to its financial institution counterparties associated with all Exchange Fund 
Account business, in particular cross-currency swaps and US-dollar short-term 
cash investments. 


Forecast Composition of Foreign Currency Liabilities, 
March 31, 2002 


Canada bills 


7% Canada notes 
2% 


Global bonds 
35% 


Cross-currency 


. Euro swaps 
Medium-Term Notes 49% 
7% 


Source: Department of Finance. 


Glossary 


benchmark bond: Specific issue outstanding within each class of maturities. It is 
considered by the market to be the standard against which all other bonds issued 
in that class are evaluated. 


bid: Price a buyer is ready to pay. 


bid-offer spread: The difference between bid and offer prices. It is typically 
measured in basis points (one hundredth of a per cent). 


budgetary surplus: Occurs when government annual revenues exceed annual 
budgetary expenditures. A deficit is the shortfall between government revenues 
and budgetary expenditures. 


Canada bill: Promissory note denominated in US dollars, issued for terms of up 
to 270 days. Canada bills are issued for foreign exchange reserve funding 
purposes only. 


Canada note: Promissory note usually denominated in US dollars and available in 
book-entry form. Notes can be issued for terms of nine months or longer and can 
be issued at a fixed or a floating rate. Canada notes are issued for foreign exchange 
reserve funding purposes only. 


Canada Premium Bond (CPB): Introduced by the Government of Canada in 
1998, CPBs are savings products for individual Canadians. They are offered for 
sale by most Canadian financial institutions and offer a higher interest rate 
compared to CSBs. They are redeemable once a year on the anniversary of the 
issue date or during the 30 days thereafter without penalty. 


Canada Savings Bond (CSB): CSBs are currently offered for sale by most 
Canadian financial institutions to individual Canadians. CSBs pay a competitive 
rate of interest that is guaranteed for one or more years. They may be cashed at 
any time and, after the first three months, pay interest up to the end of the month 
prior to encashment. 


CanPx: A screen-based, real-time information system that provides market 
participants with best bid and offer prices and trading volumes in a range of 
benchmark fixed-income securities. 


Contingency Reserve: Funds set aside in the fiscal projections to cushion 
against changes in the economy. When these reserves are not otherwise used 
they are applied to the federal debt. 


cross-currency swap: An agreement that exchanges one type of obligation for 
another involving different currencies and the exchange of the principal amounts 
and interest payments. 


duration: Weighted average term to maturity of a bond’s cash flow, used as a 
measure of interest rate sensitivity. 


Exchange Fund Account: A fund maintained by the Government of Canada to 
provide foreign currency liquidity and promote orderly conditions for the 
Canadian dollar in the foreign exchange market. 


financial balance (excluding foreign exchange transactions): Measures the 
difference between cash coming in to the Government and cash going out. In the 
case of a financial requirement, it is therefore the amount of new borrowing 
required from outside lenders to meet the Government’s financing needs in any 
given year. 


fixed-rate debt: The share of the gross debt that is maturing or being repriced in 
more than 12 months. 


fixed-rate marketable bond: Market debt instrument issued by the Government 
of Canada and sold via public tender. These issues have a specific maturity date 
and a specified interest rate. All Canadian-dollar marketable bonds pay a fixed rate 
of interest semi-annually and are non-callable. They are transferable and hence 
can be traded in the secondary market. 


government securities distributor (GSD): GSDs are members of a group of 
investment banks and dealers, through which the Government distributes 
Government of Canada Treasury bills and marketable bonds. 


gross public debt: Total amount the Government owes. It consists of both market 
debt and internal debt owed mainly to the superannuation fund for government 
employees and other current liabilities. 


interest-bearing debt: Consists of unmatured debt, or market debt, and the 
Government’s liabilities to internally held accounts such as federal employees’ 
pension plans. 


marketable debt: A marketable debt instrument is issued by the Government of 
Canada and sold via public tender or syndication. These issues can be traded 
between investors while outstanding. 


market debt: For debt management purposes, market debt is defined as the 
portion of debt that is funded in the public markets. It includes marketable bonds, 
Treasury bills, retail debt (primarily Canada Savings Bonds), foreign-currency- 
denominated bonds and bills, as well as bonds issued to the Canada Pension Plan. 


market transparency: Within the context of debt management, characterization 
of a bond market where debt management strategies and operations are known 
and well understood by market participants. 


net public debt: Consists of gross public debt net of financial assets. 


non-market debt: Includes the Government’s internal debt, which is, for the 
most part, federal public sector pension liabilities and the Government’s current 
liabilities (such as accounts payable, accrued liabilities, interest and payment of 
matured debt). 


offer: Price at which a seller is willing to sell. 


primary market: Market for new issues of securities. 


real return bond (RRB): Government of Canada RRBs pay semi-annual interest 
based on a real interest rate. Unlike standard fixed-rate marketable bonds, interest 
payments on RRBs are adjusted for changes in the consumer price index. 


secondary market: Market where securities are bought and sold after issuance. 
sovereign market: Market for the debt issued by a government. 


swap: An agreement that exchanges one type of return for another (e.g. a fixed 
for a floating rate of interest) and also exchanges the principal amount for the 
term of the swap. 


tranche: A portion of a Treasury bill or bond offering, delineated by maturity. 


Treasury bill: Short-term obligation sold by public tender. Treasury bills with 
terms to maturity of 3, 6 or 12 months are currently auctioned on a biweekly basis. 


turnover ratio: Volume of securities traded as a percentage of total securities 
outstanding. 


yield curve: Graph based on the term structure of interest rates, plotting the 
yield of all bonds of the same quality with maturities ranging from the shortest 
to longest term available. 
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Foreword by the Minister of Finance 


I am pleased to table before Parliament the Debt Management Strategy of 
the Government of Canada for fiscal year 2003-04. This document outlines the 
Government’s debt objectives and strategy in the coming fiscal year. 


Canada’s commitment to prudent financial management is paying off. The 
Government has reduced the debt in each of the past five years for a total of 
$47.6 billion. The Government has recently presented its sixth balanced budget 
and is committed to balanced budgets in each of the next two fiscal years. The 
federal debt-to-GDP (gross domestic product) ratio decreased from 67.5 per cent 
in 1995-96 to 46.5 per cent in 2001-02. With continued economic growth, the 
debt burden is expected to fall to about 40 per cent in 2004—05. According to 

the Organisation for Economic Co-operation and Development, the total 
government debt burden in Canada is expected to be second best among Group of 
Seven (G-7) countries by 2004. This is a substantial improvement on an absolute 
basis from our standing of second worst in 1995. 


Our improved macroeconomic environment, including low and stable inflation and 
interest rates, will enable the Government of Canada to reduce the share of debt 
issued at fixed rates to achieve debt cost savings that can be used to meet the 
priorities of Canadians. 


Lower debt costs are the dividends of Canada’s fiscal and economic progress. 
However, the country’s debt still remains substantial and it will continue to be 
prudently structured with the majority in fixed-rate form. Maintaining a balanced 
and prudent approach to the management of the country’s finances will help 
ensure that Canada maintains its status as a world-leading economy. 


The Honourable John Manley, P.C., M.P. 
Deputy Prime Minister and Minister of Finance 
Ottawa, March 21, 2003 
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Purpose of This Publication 


The Debt Management Strategy is an annual publication of the Department of 
Finance that provides information on the Government of Canada’s objectives and 


strategies for managing the outstanding stock of debt within the context of the 
fiscal environment. 


The Government publishes a companion document, the Debt Management 
Report, which reports on the Government’s debt operations over the previous 
fiscal year and provides detailed information on outstanding debt. This publication 
is available shortly after the release of the Public Accounts in the fall. 
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Highlights of the 2003-2004 Debt Strategy 


m As announced in the February 2003 budget, the target for the fixed-rate share 
of the debt will be reduced from two-thirds to 60 per cent over the next five 
years to achieve debt cost savings, while retaining a prudent debt structure. 


m= To maintain a well-functioning market in Government of Canada securities, 
the change in the debt structure will be made gradually through increases in 
the Treasury bill program and reductions in the bond program. The Government 
will continue to consult with market participants at regular intervals. 


@ In 2003-04, the move towards a lower fixed-rate debt structure will involve 
the following: 


— The size of the Treasury bill program will increase from about $105 billion to 
a level of approximately $120 billion by the end of 2003-04. 


— The total amount of marketable bonds issued in 2003-04 will be about 
$40 billion, similar to 2002-03. Net bond issuance of about $30 billion will 
also be similar to 2002-03. 


— The planned amount of bond buybacks is in the order of $13 billion, similar 
to 2002-03. Switch buybacks will be modestly increased and cash buybacks 
slightly reduced. 


— The bond stock will decrease from approximately $265 billion to $255 billion 
due to maturities and continued cash management bond buyback operations. 


— The 10-year bond benchmark will be lowered from $12 billion—$15 billion 
to $10 billion-$14 billion, to allow the maintenance of an annual 10-year 
benchmark cycle. 


— For cash management purposes, the auction size of 2-year bonds may be 
reduced from $3.5 billion to as low as $2:5 billion when the benchmark is 
fungible with a large outstanding bond. 


— Treasury bill auctions will be moved from 12:30 p.m. to 10:30 a.m. on a trial 
basis, as suggested by market participants. Cash management bond buyback 
operations will follow Treasury bill auctions. 
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The fundamental 
debt management 
objective is to 
provide stable, 
low-cost funding 
for the 


Government. 


Public debt 
is managed 
according to 
a set of key 
principles. 


Debt and Cash Management Framework 


Effective management of the federal debt is important to all Canadians as the 
annual debt-servicing cost is the largest single spending program of the federal 
government. The federal debt management framework is an important component 
of the Government’s objective of maintaining a fiscal advantage for Canadians. 


Debt Management Objectives 


The fundamental objective of debt management is to provide stable, low-cost 
funding to meet the financial obligations and liquidity needs of the Government 
of Canada. A key strategic objective is to maintain a well-functioning market for 
Government of Canada securities. A well-functioning market contributes to 
keeping costs low. 


Debt Management Principles 


The following operational principles guide the federal government’s pursuit of 
these objectives: 


™ Prudence: Manage the composition of the debt to help protect the Government’s 
fiscal position from unexpected increases in interest rates. Manage reserves 
within a framework that mitigates currency and interest rate risks. Manage the 
Receiver General cash position to ensure that adequate liquidity is maintained 
at reasonable cost to the Government. 


» Effectiveness: Emphasize transparency, liquidity and regularity in the design 
and implementation of domestic debt programs in order to maintain a 
well-functioning domestic market. 


» Diversification: Borrow using a variety of instruments and range of maturities to 
keep costs low and maintain a diversified investor base. 


» Market integrity: Work with market participants and regulators to enhance the 
integrity and attractiveness to investors of Government of Canada securities. 


Consultations: Seek input from market participants on major adjustments to 
the federal debt and cash management programs. 


® Best practices: Ensure that the operational framework and practices are in 
line with the best practices of other comparable sovereign borrowers and 
the private sector. 


The 
Government 
borrows 
regularly in 
domestic 
markets. 


The 
Government 
borrows as 
required to 
maintain the 
foreign reserves 
portfolio. 


Debt Management General Strategy 


The Government operationalizes these principles in the following manner: 


Domestic Market 


» The Government structures the maturity profile of the debt in a way that 
balances lower financing costs with reasonable cost stability and refinancing 
risk under a wide range of potential future interest rate environments over 


the long term. The target debt structure is established using long-term analysis 
and is not based on a particular interest rate outlook (see “Balancing Prudence 


and Cost: Debt Structure” on page 19). 


~ To enhance the functionality of the market, the Government borrows on a 
regular, pre-announced basis in key segments of the market, builds large bond 
benchmarks and maintains a set of rules for participation at Government of 
Canada securities auctions.! 


» The Government maintains a diversified investor base by auctioning nominal 
bonds, real return bonds and Treasury bills in the wholesale market and by 
selling savings products to Canadians in the retail market.? 


Foreign Currency 


» The Government of Canada funds its foreign exchange reserves through diverse 


sources and structures the maturity of the debt to limit refinancing risk. 


» The Government of Canada’s foreign exchange reserves are composed of a 
range of diversified assets, determined by asset portfolio objectives and 
market conditions. 


» Foreign liabilities are matched with reserve assets to immunize currency and 
interest rate risks. 


' See the section “Domestic Distribution System” in Annex 1 of the 2001-02 Debt Management 
Report, available on the Department of Finance Web site at www.fin.gc.ca. 


* See Annex 2 of the 2001-02 Debt Management Report. 


The Government 
projects balanced 
budgets or better 
for 2002-03 

and for each of 
the next two 
fiscal years. 


The debt-to- 
GDP ratio ts 
on a downward 
track. 


Debt Management Environment 


Fiscal Outlook 


Budgetary Balance 


The Government’s fiscal policy sets the context for debt management operations. 
The federal government recorded budgetary surpluses over the previous five 
fiscal years and reduced the federal debt by $47.6 billion. As announced in the 
February 2003 budget, the Government is committed to maintaining balanced 
budgets or better for 2002-03 and for each of the next two fiscal years. 


Contingency Reserve and Debt Reduction 


The Government of Canada sets aside an annual Contingency Reserve of 

$3 billion to cover risks arising from unforeseen circumstances and variations 
in budget planning. The Contingency Reserve, if not needed, will be used to 
reduce federal debt. 


Combined with forecast economic growth, the federal debt-to-GDP ratio—the 
level of debt in relation to the country’s annual income—remains on a downward 
track. On an accrual basis, the federal debt (accumulated deficit) as a percentage 
of the economy is projected to fall to 44.5 per cent in 2002-03, down from its peak 
of 67.5 per cent in 1995-96. With the commitment to balanced budgets in each of 
the next two fiscal years, it is forecast to decline to about 40 per cent in 2004-05. 


In terms of international debt burden comparisons, taking into account the 
accounting methods of various sovereigns, the debt burden of Canada’s total 
government sector has declined the fastest among G-7 countries since the 
mid-1990s. Between 1995 and 2002, Canada’s net financial liabilities as a 
percentage of GDP (akin to the debt-to-GDP ratio) declined by 26.8 percentage 
points. Consequently, Canada’s total government debt burden moved below the 
G-7 average, and only the United Kingdom and the United States are expected to 
have lower debt burdens than Canada in 2003. 
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The key 
measure used 
for debt 
management 
planning is the 
Government's 
financial 
balance. 


Total Government Net Financial Liabilities 
(per cent of GDP) 
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60 


40 


20 


United United France Canada German Japan Italy 
Kingdom States! 


1 Adjusted to exclude certain government employee pension liabilities, in order to be 
comparable with other countries’ measures. 


Source: OECD Economic Outlook, No. 72 (December 2002); Federal Reserve, Flow of 
Funds Accounts of the United States (December 2002); Department of Finance calculations. 


Financial Balance (Excluding Foreign Exchange Transactions) 


The key budgetary measure for debt management planning is the financial 

balance—requirement or source—rather than the budgetary balance (see box on 
page 15). The budgetary balance is presented on a full accrual basis, recognizing 
revenues and expenses when they are incurred. In contrast, the financial balance 


is on a cash basis, representing the actual cash flow sources and uses related to 
budgetary items. 


Foreign Exchange Transactions 


The movement in the value of foreign currencies compared to the Canadian dollar 
engenders revaluation gains or losses in the value of the foreign exchange 
reserves. Canada’s commitment to the International Monetary Fund (IMF) also 
results in foreign denominated funds flowing between Canada and the IMF. These 
transactions may either raise or lower the size of the net financial balance. 


Measuring the Government’s Fiscal Position: 
Budgetary Balance and Financial Balance 


The budgetary balance and financial balance measures used in the Debt 
Management Strategy are based on the Public Accounts accounting 
framework. The Public Accounts provide information to Parliament on 
the Government’s financial activities, as required under the Financial 
Administration Act. The measures are provided on a fiscal-year basis 
ending March 31. 


The budgetary balance—deficit or surplus—is one measure of the 
Government’s financial situation. Consistent with the recommendations of 
the Auditor General, the Government is moving to full accrual accounting in 
2002-03. This will enhance transparency and decision making by providing a 
more complete accounting of government activities than under the previous 
modified accrual accounting framework. Under a full accrual basis of 
accounting, revenues and expenses are recorded when they are incurred, 
regardless of when the actual cash flows occur. For more information see 
Annex 6 of the February 2003 Budget Plan, available on the Department of 
Finance Web site at www.fin.gc.ca. 


The financial balance—requirement or source—provides a measure of the 
net cash position of the Government. In contrast, the budgetary balance also 
includes obligations incurred by the Government during the course of the 
year for which the cash transaction does not take place until future years. 
The financial requirement/source only includes the cash outlay related to 
these obligations. 


The net financial balance includes foreign exchange transactions, which 
represent all transactions in international reserves held in the Exchange 
Fund Account and commitments to the IMF. The net financial balance 
corresponds closely to the unified budget balance measure used in the 
United States. 


For 2002-03, 

the Government 
expects a 
domestic financial 
balance of 

$3.4 billion. 


The Government 
expects a 
financial 
requirement in 
2003-04. 


The chart below provides an illustration of the various elements of the 
Government’s budgetary framework, based on the 2001-02 fiscal year: 


Transactions for the Year Ending March 31, 2002 
(in millions of dollars) 


Budgetary surplus 
$8,180 => 


+ 


Result: Reduction in federal debt 


Non-budgetary Loans, investments and 
transactions advances, pensions and other 
-$3 483 accounts, and other transactions 


Financial source 


$4,697 


Foreign exchange Foreign exchange reserves, 


transactions IMF subscription and allocations 
$1,776 


Net financial source 


$2,921 


Source: The Budget Plan (2003), Department of Finance. 


Net Financial Balance Outlook 


For 2002-03, the Government expects to achieve a domestic financial balance of 
$3.4 billion. A net financial source, which takes into account foreign exchange 
transactions, is also expected, mainly due to the revaluation effects in the 
Exchange Fund Account. 


The Government expects modest financial requirements in 2003—04. These 
include the funding of the Canada Student Loans Program and the proposed 
transfer of Canada Pension Plan (CPP) operating balances, currently held by the 
Government, to the CPP Investment Board, as proposed in legislation currently 
before Parliament. The CPP funds transfer would involve switching non-market 
debt to market debt, which would engender a cash requirement but would not 
have any effect on the level of federal debt. 
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Debt Composition 


The market Debt management operations focus on market debt, which is only one component 
debt component _ of the total federal government liabilities and financial assets. The other 

of federal component of the gross debt, non-market debt, is taken into account in debt 
government strategy planning, but is not subject to debt management strategy initiatives. 
liabilities is the Non-market debt includes federal public sector pension liabilities and the 

focus of debt Government’s accrued liabilities. The chart below illustrates the relationships 
strategy. between the components of the federal debt, based on the 2001-02 fiscal year. 


Total Federal Debt as of March 31, 2002 
(in billions of dollars) 


harlot deci Fixed-rate marketable bonds, Treasury bills, 
$442.3 in real return bonds, foreign debt, 
: retail debt 
+ 
pie ere <@em_ Pensions and other liabilities 
Gross debt 
$695.1 
Pi ainciainecaie Cash, foreign exchange 
$132.1 <@am_ reserves, loans, investments 
and advances 


Net debt 
$563.0 


Non-financial assets 
$55.3 


Federal debt 


(accumulated deficit) 
$507.7 


Source: The Budget Plan (2003), Department of Finance. 


The federal government’s market debt consists of fixed-rate marketable bonds, 
real return bonds, Treasury bills, retail debt (Canada Savings Bonds and Canada 
Premium Bonds) and foreign-currency-denominated debt. Financial assets held 
by the Government include operating cash balances, loans and investments, and 
foreign exchange reserves. Non-financial assets include land, buildings and 
infrastructure, and vehicles. 
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Some modest 
market debt 
retirement is 
expected in 
2002-03. 


Forecast Composition of Market Debt 
March 31, 2003 


Foreign-currency- 
denominated debt 
Retail debt 5% 
5% 


Treasury bills F 


22% Fixed-rate 
marketable bonds 
64% 
Real return 
bonds 
4% 


Note: Excludes bonds issued to the Canada Pension Plan. 
Source: Department of Finance. 


Market Debt Outlook 


The federal debt declined by $8.2 billion in 2001-02 and by $47.6 billion over 

the past five fiscal years. Market debt, the portion of the federal debt that is 
funded in capital markets, declined by $4.1 billion in 2001-02 and by $34.6 billion 
over the past five fiscal years. A further decline is expected in 2002-03. 


In 2003-04, the Government expects to fund its cash requirements within the 
existing level of borrowing authority (see box below). 


Borrowing Authority 


Under the Financial Administration Act, the Government has standing 
authority to refinance market debt maturing in a fiscal year. 


Parliamentary approval must be obtained to raise new market debt, in the 
form of a borrowing authority bill. Once obtained, the authority to raise debt 
levels generally extends through the remainder of the fiscal year and lapses 
at the start of the next fiscal year. 


Currently available new borrowing authority is limited to a $4-billion 
non-lapsing contingency from the 1996-97 Borrowing Authority Act. 


The Government 
maintains a 
prudent debt 


Structure. 


Over the past 
five years, 
Canada’s fiscal 
and economic 
position has 
strengthened. 


The target for 
the fixed-rate 
portion of the 
debt will be 
reduced from 
two-thirds 

to 60 per cent. 
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2003-2004 Debt Management Strategy 


Balancing Prudence and Cost: Debt Structure 


One of the Government’s key objectives in managing the debt is to strike the 
appropriate balance between low financing costs and cost stability. In general, 
borrowing long-term debt is less risky, but more costly, than borrowing short-term 
debt. The Government maintains a prudent debt structure to protect its fiscal 
position from unexpected increases in interest rates and to limit annual refinan- 
cing needs. One of the measures of prudence is the fixed-rate share of debt—that 
is, the share of the debt that does not need to be refinanced within a year. 


During the 1990s, the Government raised the fixed-rate share of the federal debt 
from one-half to two-thirds to provide more cost stability in an environment of 
fiscal and current account deficits, volatile interest rates and high debt levels. 


Over the past five years, our economic and fiscal position has strengthened. 
Canada now has low and stable inflation and interest rates, strong employment 
growth, lower foreign indebtedness and a current account surplus. The federal 
debt level has fallen by over $47 billion and is at its lowest level, relative to the size 
of the economy, in nearly two decades. The reduction in the debt level has 
provided Canada with greater financial stability, reduced vulnerability to events 
happening beyond our borders, and contributed to the restoration of Canada’s 
triple-A credit rating. 


As a result of these positive economic and fiscal developments, the Government is 
now in a position to reduce the fixed-rate portion of the debt. While this reduction 
is being taken to lower future financing costs, the debt structure remains prudent, 
with a majority of the debt being fixed-rate. 


As announced in the February 2003 budget, the Government now intends 
to reduce the target for the fixed-rate portion of the debt from two-thirds to 
60 per cent. The reduction will begin in the upcoming fiscal year and will be 
implemented in an orderly and transparent manner over the next five years 
to allow the market time to adjust to the required changes in debt stocks. 


Based on the budget outlook, the planned change to the debt structure is expected 
to reduce the Government’s net debt-servicing costs by up to $750 million during 
the five-year transition period and by up to $500 million, on average, each year 
thereafter. These savings can be used to meet the priorities of Canadians. 


The decision to lower the fixed-rate target is not based on a particular interest rate 
outlook. Analytical work using stochastic simulation (see the Annex) was used to 
assess the balance between the costs and risks of alternative debt structures. The 
analysis uses dynamics of historical interest rates observed over the period 
1994-2002 and assumes that this interest rate environment continues to prevail 
over the coming years. 
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A prudent debt 
structure will still 
be maintained, 
with the majority 
of the debt being 
fixed-rate. 


The change 
in the debt 
structure 1s 
expected to 
lower debt 
costs. 


Maintaining a 
well-functioning 
market for 
Government of 
Canada securities 
is important. 


A number of 
operational 
initiatives will be 
taken to enhance 
the effectiveness 
of auctions 

and buyback 


operations. 


Compared to the current two-thirds debt structure, the lower fixed-rate structure 
would modestly raise the Government’s short-term exposure to adverse 
movements in interest rates. For example, a 100-basis-point increase in interest 
rates along the entire yield curve would raise federal net debt-servicing costs® 

by $1.1 billion in the first year with a 60-per-cent fixed-rate structure, compared 
to $800 million for a two-thirds debt structure. By comparison, the impact of 

the same interest rate shock was estimated at $1.8 billion in the mid-1990s. 


However, the analysis indicates that it is highly unlikely that the additional debt 
costs stemming from a severe interest rate shock would be disruptive to the 
budgetary framework. Over time, the additional costs of an interest rate shock would 
be more than offset by the savings associated with a lower fixed-rate structure. 


The target 60-per-cent debt structure would also continue to prudently limit the 
need to refinance a large portion of the debt in any given period. 


Maintaining a Well-Functioning Market 


As the sovereign and major borrower in the fixed-income marketplace, the 
Government needs to sustain a liquid and efficient market for Government of 
Canada securities for the purpose of providing stable low-cost funding for 
the Government. Moreover, this provides key pricing and hedging tools for 
market participants and thereby contributes to the health of the broader 
fixed-income market. 


In 2003-04, a number of operational initiatives will be taken to enhance the 
effectiveness of Government of Canada auctions and buyback operations, 
specifically for the purposes of increasing liquidity and participation and reducing 
risks borne by market participants (see next section for full details). 


In developing its debt program plans, the Government conducts extensive 
consultations with market participants. Reports on topics of discussion and views 
received from market participants are posted on the Bank of Canada’s Web site at 
www.bankofcanada.ca. A summary of comments received during recent 
consultations has been published concurrently with the release of this document. 
As in past years, the Government plans to consult further with market participants 
on potential adjustments to debt program plans during the 2003-04 fiscal year. 


The full range of initiatives being undertaken to maintain and enhance operational 
effectiveness in the areas of domestic debt, cash and reserves management is 
summarized in the following table and detailed in the following sections of 

the publication. 


> That is, the increase in debt-servicing costs net of the increased earnings on interest-bearing assets. 


2003-2004 Debt Strategy Plan 


2003-2004 Debt Strategy Action Plan and Intended Results 


Debt Structure 


Objective: Gradually reduce the fixed-rate share of debt. 


Action for 2003-04: 


»™ Reduce the fixed-rate share of 


debt from 67 per cent towards a 
medium-term target of 60 per cent. 


# Increase the size of the Treasury bill 


program from about $105 billion 
in 2002-03 to approximately 
$120 billion in 2003-04. 


» Issue about $40 billion of bonds 


in 2003-04, similar to the amount 

in 2002-03. Due to large bond 
maturities and continued cash 
management bond buyback operations, 
the bond stock is expected 

to decrease by some $10 billion. 


Continue a similar level of bond 
buybacks as in 2002-03 of about 
$18 billion. 


® Maintain a stable maturity profile. 


Intended Result: 


@ Achieve lower debt charges, while 
continuing to prudently mitigate 
the risk to the budget framework. 


@ Facilitate market adjustment 
to changes in the bond and 
Treasury bill stock. 


@) Limit the need to refinance a large 
portion of debt in any given period. 


Domestic Debt Programs 
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Objective: Maintain diversified sources of funding 
and a well-functioning market. 


Action for 2003-04: 


Continue regular issues of marketable 


bonds in four maturity sectors, 

Treasury bills in three maturity 
sectors and index-linked bonds 
in wholesale markets, as well as 
a retail debt program. 


Continue to borrow ona 
pre-announced basis, seek input 
from market participants on major 
adjustments to programs, and 


provide timely notices of government 


policy decisions. 


/ Maintain current benchmark target 
sizes for 2-, 5- and 30-year bonds. 


» Reduce 10-year benchmark size 


from $12 billion—$15 billion to 
$10 billion—$14 billion to maintain 
an annual benchmark. 


» Modestly increase the amount 


of buybacks on a switch basis and 
slightly lower the amount of bonds 
repurchased on a cash basis. 


» Implement the cash management 
bond buyback (CMBB) program 
on a regular basis. 


Reduce the 2-year auction size to 
a minimum of $2.5 billion when 
the benchmark is fungible with 

a large outstanding bond. 


Move Treasury bill auctions from 
12:30 p.m. to 10:30 a.m. on a trial 
basis. Schedule CMBB after 
Treasury bill auctions. 


Consider further reductions in 
operational turnaround times. 


Intended Result: 


@) Keep costs low and mitigate 
funding risk by diversifying 
borrowing across investor 
segments, instruments and 
maturities. 


@) Maintain transparency 
and efficiency. 


@ Maintain a liquid market 
for on-the-run issues and 
building-benchmark issues. 


@ Support liquidity in the swap 
and futures market and 
enhance international demand. 


@ Support new bond issuance 
and maintain the time required 
to build benchmarks. 


@ Smooth cash requirements by 
reducing peak cash balances 
needed to redeem upcoming 
large maturities. 


@ Enhance the bidding process 
and participation. 


@ Reduce market participants’ risk. 


Bond program 
activity and 
issuance 
frequency will 
be maintained. 


The 2-, 5- 

and 30-year 
benchmark target 
sizes will remain 
unchanged. 


Cash Management 


Objective: /nvest government balances prudently 
while obtaining an appropriate rate of return. 


Action for 2003-04: Intended Result: 
Broaden the list of participants @) Reduce exposure to counterparty 
in collateralized cash management credit risk and encourage more 
operations. competitive bidding at cash 


management auctions. 


Foreign Reserves and Debt Programs 


Objective: /mprove the cost-effectiveness 
of funding foreign reserve assets. 


Action for 2003-04: Intended Result: 
* Continue to use @ Reduce the cost of carrying 
cross-currency Swaps. reserve assets. 


Domestic Debt Programs 


The adjustments to debt programs required in 2003-04 will be relatively modest. 
The gross bond and buyback programs will remain at similar levels to those of 
2002-03, with the stock of bonds decreasing from $265 billion to $255 billion due 
to maturities and cash management bond buyback operations during the year. 
The Treasury bill program will increase by about $15 billion in 2003-04. 


Fixed-Rate Marketable Bond Program 


In 2003-04 some $35 billion of bonds will be maturing. Gross bond program 
issuance in 2003-04 is planned to be about $40 billion. 


In 2003-04, the Government will continue to hold quarterly auctions of 2-, 5- and 
10-year bonds, and semi-annual 30-year bond auctions. As in previous years, a 
transparent quarterly calendar of auctions will be posted on the Bank of Canada 
Web site shortly before the start of each quarter. 


The 2-, 5- and 30-year benchmark target sizes will remain unchanged from last 
year (2-year bonds: $7 billion to $10 billion, 5-year bonds: $9 billion to $12 billion, 
and 30-year bonds: $12 billion to $15 billion). The benchmark sizes will be 
achieved through reopenings where a particular bond issue is sold at several 
auctions until the benchmark target range is reached. 
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The 10-year 
benchmark 
size will be 
reduced to 


$1o-$14 billion. 


Regular bond 
buyback opera- 
tions can be 
conducted on a 
cash basis or a 
switch basis. 


The Government 
intends to 
conduct roughly 
the same level of 
bond buyback 
Operations in 
2003-04. 


Buybacks on a 
switch basis will 
be continued 
and increased. 
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The 10-year benchmark target range will be reduced from $12billion—$15 billion to 
$10 billion-$14 billion to maintain an annual cycle for the benchmark-building 
process. This initiative will ensure the availability of a current, liquid 10-year 
security and support a liquid futures market by maintaining a viable basket of 
eligible government securities. Debt strategy consultations conducted in 
December 2002 indicated that market participants strongly favour the issuance of 
one 10-year benchmark per year to encourage international demand as well as 
liquidity in the swap and futures market in Canada. 


To address cash management challenges associated with a large amount of bonds 
maturing on the same date, the 2-year auction size may be, on occasion, as little as 
$2.5 billion when the building benchmark is interchangeable with a large 
outstanding bond. 


Bond Buyback Program 


There are two types of bond buyback programs—regular bond buybacks and 

cash management bond buybacks. Regular bond buybacks permit the maintenance 
of a liquid new bond issue program by buying back older, less liquid bonds with 

a remaining term to maturity from 1 to 25 years. The buyback program is sizeable 
and plays a strategic role in maintaining an active new issue bond program. The 
second kind of buyback program, called cash management bond buyback, aids in 
the management of the Government’s cash balances by buying back bonds 
maturing within the next 18 months. 


Regular Bond Buyback Operations 


Bond buyback operations can be conducted on a cash or switch basis. Bond 
buyback operations on a cash basis involve the exchange of less liquid bonds for 
cash and are conducted shortly after auctions of similar maturity bonds. Bond 
buyback operations on a switch basis involve the exchange of less liquid bonds 
for new issue bonds on a duration-neutral basis and are conducted at other times 
in each quarter. 


The Government plans to conduct about $13 billion in bond buyback operations in 
2003-04, similar to 2002-03. The amount of buybacks on a switch basis will be 
increased by approximately $1 billion to approximately $6 billion, while buybacks 
on a cash basis will be reduced by about $200 million to $7 billion. The target size 
of the bond buyback programs and the timing of operations will be announced 
through the quarterly bond auction calendar published by the Bank of Canada at 
www.bankofcanada.ca. 


To broaden participation in buyback operations, buybacks on a switch basis were 
introduced on a pilot basis in December 2001. Market participants have received 
the program very well and the size objectives of the program have been achieved. 
The pilot program will be continued and increased in size in 2003-04, as 
operational parameters are assessed and potentially adjusted to improve the 
program’s effectiveness. 


The framework 
for net position 
reporting will 
apply to switch 
buybacks. 


Illiquid bonds 
may be removed 
from the basket 
of eligible bonds 
for buyback 
Operations on 

a cash basis. 


The cash 
management 
bond buyback 
program will 
be made 
permanent in 
2003-04. 


In 2003-04, the 
Government 
plans to issue 
approximately 
$1.5 billion 

of RRBs. 


The Treasury 
bill auction time 
will be moved 
on a trial basis 
from 12:30 p.m. 
to 10:30 a.m. 


To ensure market integrity, a framework for the reporting of net positions, similar 
to the one applying to auctions, will be implemented for buybacks on a switch 
basis in 2003-04. 


To ensure efficient operations, illiquid bonds may be removed from buyback 
operations on a cash basis. These illiquid bonds will continue to be included in the 
basket for buyback operations on a switch basis. 


A list of outstanding Government of Canada bonds, including their maturity dates, 
is contained in the 2001-02 Debt Management Report , which is available on 

the Department of Finance Web site at www.fin.gc.ca. The list will also be available 
in the forthcoming annual publication, Swmmary of Government of Canada 
Direct Securities and Loans, which will be posted on the Bank of Canada’s 

Web site. 


Cash Management Bond Buybacks 


To help in smoothing the Government’s cash requirements, a pilot program of 
cash management bond buybacks (CMBB) was implemented in 2000-01. The pilot 
program was continued in 2002-03 as operational parameters and effectiveness 
were assessed and adjusted. During debt strategy consultations, market 
participants expressed strong support for the program. From the Government’s 
perspective, the program is successfully meeting its objectives. Therefore the 
CMBB program will be made permanent in 2003-04. 


Real Return Bonds (RRBs) 


Similar to 2002-03, the Government plans to issue approximately $1.5 billion of 
RRBs in 2003-04 through quarterly price auctions. 


The Government will be reviewing the RRB program in light of the evolution of the 
macroeconomic environment, the new debt structure target and the objectives of 
the program. The review will include consultations with market participants. 


Treasury Bill Program 


Based on the budget outlook and plans for attaining the new 60-per-cent target 
for the fixed-rate portion of the debt, the stock of Treasury bills is expected to be 
about $120 billion by the end of 2003-04. 


Recent consultations have indicated that market participants favour moving 
Treasury bill auctions to before noon, when market liquidity and participation 

are at a peak. Starting April 22, 2003, the Treasury bill auction time will be moved 
on a trial basis from 12:30 p.m. to 10:30 a.m. and CMBB operations will 

be conducted shortly after Treasury bill auctions. 


A new frame- 
work brings the 
management of 
cash balances in 
line with best 
practices of other 
sovereigns. 


No further 
modifications to 
the framework 
are planned 

for 2003-04. 
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Domestic Market Development 


The Department of Finance and the Bank of Canada have an ongoing dialogue 
with market participants and regulators on the development of the fixed-income 
market in Canada. Ongoing discussions are focused on the development and 
regulation of electronic trading systems. Electronic trading systems, which are just 
appearing in Canada, have the potential to significantly improve the transparency 
and efficiency of the fixed-income market. 


Retail Debt Program 


In 2003-04, the Government will continue to focus on keeping the non-marketable 
retail debt portfolio and costs aligned with a declining debt environment while 
investing in innovation to maintain a vibrant and creative Retail Debt Program. 


Targeted initiatives will continue to focus on increasing access and diversifying the 
investor base through the deployment of new cost-effective electronic processing 
and new products and services, and by evolving the brand through integrated and 
cost-effective marketing. Details on specific initiatives will be announced at the 
appropriate time. 


Management of the Government’s Cash Balances 


The Government manages its cash balances in order to ensure that it has sufficient 
cash on hand to meet its operating and liquidity requirements. The cash balances 
are invested through twice daily auctions. 


In September 2002, the Government implemented a new framework to bring the 
Government’s operations in line with the best practices of other governments and 
market participants. 


The two key modifications to the framework are the introduction of a credit 
management system, using credit ratings, credit lines and collateral (through 
sale and repurchase agreements) to better manage credit risk, and a broadening 
of the list of eligible counterparties to encourage more competitive bidding at 
the auctions. 


The new framework applies to the morning auction, where the bulk of the cash 
balances are auctioned. The afternoon auction will continue to be used to invest 
the Government’s residual cash balances and will remain uncollateralized and 
limited to Large Value Transfer System participants—unchanged from 

the previous framework. 


The new system is working well and overall uncollateralized exposure, as well as 
exposure to individual institutions, has been reduced considerably. No further 
modifications to the framework are planned for 2003-04 and the Government will 
continue its efforts to bring new participants into the framework. 


The 
Government's 
foreign currency 
reserve assets, 
and liabilities 
financing those 
assets, are 
managed on a 
portfolio basis. 


The Government 
has been using 
cross-currency 
swaps to obtain 
highly cost- 
efficient funding. 


Cross-currency 
swaps will 
continue to be 
the primary 
source of 
reserve funding. 
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Foreign Reserves Debt Programs 


The Government holds foreign exchange reserve assets in the Exchange Fund 
Account to provide the Government with foreign currency liquidity and to provide 
the funds needed to help promote orderly conditions for the Canadian dollar in 
foreign exchange markets. Further details on the management of international 
reserves are available in the Exchange Fund Account Annual Report, available 
on the Department of Finance Web site at www.fin.gc.ca. 


The Government’s foreign currency reserves are funded through foreign currency 
liabilities. The foreign currency reserve assets, and liabilities financing those 
assets, are managed on a portfolio basis, based on many of the same principles 
used by other sovereigns and private sector financial institutions, including 
prudent risk management principles. 


The key objectives of reserves management are: 


» Ensure that an appropriate level of reserves is maintained while minimizing the 
cost of carrying reserves (i.e. the difference between interest paid on foreign 
currency liabilities and the interest earned on reserve assets). 


Immunize interest rate and currency risks by selecting reserve assets that 
match the duration and currency of liabilities. 


™ Maintain diversified funding sources and a prudent liability structure to help 
manage refinancing needs. 


Funding Sources 


The Government has access to a wide range of sources to fund its foreign currency 
assets. These sources include a short-term US-dollar discount note program, 
medium-term note issuance in various markets, cross-currency swaps of domestic 
obligations, international bond issues, and purchases of US dollars in foreign 
exchange markets. Cross-currency swaps have proven to be a particularly 
cost-effective alternative, and have been actively used in recent years. 


In 2003-04, the precise mix of funding sources will depend on a number of 
considerations, including relative cost, market conditions and opportunities, and 
the desire to maintain a prudent foreign-currency-denominated debt maturity 
structure. It is expected that cross-currency swaps of domestic obligations will 
continue to be the primary source of reserve funding. 
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Forecast Composition of Foreign Currency Liabilities 
March 31, 2003 


Canada bills 


4% Canada notes 
3% 


Global bonds 
29% 


Bole Cross-curren 
Medium-Term Notes oss-currency 
7% swaps 
57% 


Source: Department of Finance. 


Risk Management 


The Government has in place a comprehensive risk management framework for 
identifying and managing treasury risk, including market, credit, operational and 
legal risks related to the financing and investment of the foreign exchange 
reserves. The Government’s risk management policies call for prudent 
management of treasury risks based on best practices of sovereign treasury 
operations and private sector financial institutions. Standards for risk tolerance 
are very prudent, with market risks immunized and high credit quality and 
diversification standards followed. 


Annex—Analytical Framework: 
Balancing Cost and Risk 


By maintaining a prudent debt structure, the Government seeks to keep borrowing 
costs low while ensuring that the cost impact of unexpected increases in interest 
rates does not disrupt the budgetary framework. 


In determining the composition and maturity profile of the debt, the Government 
takes a long-term perspective with respect to the trade-off between the cost and 
risk of issuing various forms of debt. The trade-off reflects the fact that, from a 
borrower's point of view, longer-term debt instruments are generally more costly 
and less risky than shorter-term debt instruments. 


The trade-off between cost and risk occurs because long-term instruments such as 
Government of Canada bonds generally pay higher interest rates than short-term 
instruments such as Treasury bills. On the other hand, coupon payments of long- 
term bonds remain at a constant level until the bond matures, resulting in lower 
interest rate risk compared to short-term instruments, which need to be 
refinanced more often at prevailing market rates. The higher the proportion of 
short-term instruments, the higher the risk that an unfavourable interest rate 
movement could have a negative impact on annual debt costs. 


As part of debt strategy planning, the fixed-rate debt structure is continually 
being reviewed to assess its suitability given changes in the fiscal and 
economic environment. 


To assess the ability of the debt structure to limit the exposure to interest rate 
fluctuations, the Department of Finance and the Bank of Canada use simulation 
models to evaluate potential debt costs under a large number of interest rate 
scenarios. Among other measures, consideration is also given to the average term 
to maturity (ATM), duration and maturity profile of the debt. 


Cost at Risk (CaR) is one of the key measures the Government uses to identify 
whether the risk of higher debt costs falls within the Government’s tolerance for 
risk. CaR represents the difference between the maximum level of debt costs that 
could be anticipated with a high degree of certainty and the expected level of debt 
costs over a given time horizon. 


The simulation framework that is used to model the cost and risk characteristics of 
alternative debt structures is depicted below. An important input into the model is 
the interest rate scenarios. For the analysis, 10,000 scenarios have been 
developed, based on a theoretical model from the economic literature and the 
dynamics of interest rates observed over the 1994-2002 period. These scenarios 
represent the full range of plausible developments in interest rates going forward. 
The analysis therefore assumes that the recent interest rate environment, 
characterized by relatively stable inflation and lower interest rate volatility, 
continues to prevail over the coming years. 
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Simulation Framework 


Outstanding Maturing Financial source/ 
debt debt requirement 


Financing 


Market 
considerations 


strategy 


Interest rate Cash flow 
scenarios simulations 
CaR 
Expected costs 


Debt structure 
— Fixed-rate share 
-ATM 

— Duration 

— Maturity profile 


Several financing strategies are developed, taking into account the fiscal outlook, 
amount of maturing debt and market considerations. The simulation is then 
performed for all interest rate scenarios to generate a statistical distribution of 
possible debt costs and various statistics for each financing strategy. 


The CaR analysis conducted in 2002-03 indicates that, when viewed over a long- 
term horizon, the costs and risks of alternative debt structures within the range of 
60 per cent to 67 per cent are fairly similar. Debt structures in this range would 
accommodate the impact of most interest rate shocks without unduly affecting the 
Government’s fiscal framework. 


The CaR results indicate that a fixed-rate share target of 60 per cent would 
result in lower debt-servicing costs compared to the two-thirds target while still 
maintaining a prudent debt structure. Over time, the expected debt cost savings 
with a lower fixed-rate structure would offset the potential volatility in debt costs 
due to interest rate risk and offer some prospect for overall lower debt costs. 


Stress Testing 


Research on simulation modelling has shown that results are often highly 
sensitive to the assumptions employed. The characteristics of the interest rate 
scenarios used in the CaR model are critical and, inevitably, subjective. Moreover, 
simulations may not adequately capture the impact of extreme interest 

rate shocks. 


The average 
term to maturity 
of the debt will 
stabilize. 


Debt Cost Sensitivity to Interest Rate Shocks 
(in billions of dollars) 


3.5 


Mico = MC7% 
3.0 


2.5 


2.0 


1.5 


1.0 


: Koei! 


-0.5 


-1.0 
no shock 100-basis-point shock Severe shock 


Source: Department of Finance. 


The examination of severe interest rate scenarios remains an important factor 
considered in prudent debt management decisions. The above figure provides an 
illustration of the potential increase in costs after one year for a 60-per-cent and a 
two-thirds fixed-rate debt structure resulting from two interest rate shocks. 


The 60-per-cent fixed-rate debt structure would be more exposed to a more 
severe interest rate shock than a two-thirds debt structure. The shock above, 
designed to resemble the increase in interest rates that occurred in 1994, would 
cause federal net debt-servicing costs to increase by about $3.2 billion in the 
first year for a 60-per-cent fixed-rate structure, compared to $2.6 billion for a 
two-thirds fixed-rate share. Over a medium-term period, however, the benefits 
of the two-thirds structure are offset by higher debt-servicing charges. 


Average Term to Maturity 


Average term to maturity (ATM), measured in years, represents the average length 
of time before debt instruments mature and are subject to refinancing risk. The 
ATM of marketable debt has increased from roughly 4 years in 1990 to 6% years in 
March 2002, which is at the upper end of the range of comparable sovereigns. The 
upward trend in ATM resulted from the increase in the fixed-rate share, the 
reduction in the stock of Treasury bills, and the continued issuance of 30-year 
bonds. The decision to lower the fixed-rate share of the debt over the coming 
years will have the effect of stabilizing the ATM. 


Glossary 


average term to maturity (ATM): The average time remaining before debt 
matures, taking only principal amounts into account. 


basis point: One basis point is equal to 0.0001, or 0.01%. 


benchmark bond: Specific issue outstanding within each class of maturities. 
It is considered by the market to be the standard against which all other bonds 
issued in that class are evaluated. 


budgetary surplus: Occurs when government annual revenues exceed annual 
budgetary expenditures. A deficit is the shortfall between government revenues 
and budgetary expenditures. 


buyback on a cash basis: The repurchase of bonds for cash. Used to maintain 
the size of a new issuance. 


buyback on a switch basis: The exchange of outstanding bonds for new bonds 
in the benchmark being built. Used to maintain the size of a new issuance. 


Canada bill: Promissory note denominated in US dollars, issued for terms of 
up to 270 days. Canada bills are issued for foreign exchange reserve funding 
purposes only. 


Canada note: Promissory note usually denominated in US dollars and available 
in book-entry form. Notes can be issued for terms of nine months or longer and 
can be issued at a fixed or a floating rate. Canada notes are issued for foreign 
exchange reserve funding purposes only. 


Canada Premium Bond (CPB): CPBs are a savings product for individual 
Canadians introduced by the Government of Canada in 1998. They are offered for 
sale by most Canadian financial institutions, offer a higher interest rate compared 
to CSBs, and are redeemable without penalty once a year on the anniversary of the 
issue date or during the 30 days thereafter. 


Canada Savings Bond (CSB): CSBs are currently offered for sale by most 
Canadian financial institutions to individual Canadians. CSBs pay a competitive 
rate of interest that is guaranteed for one or more years. They may be cashed at 
any time and, after the first three months, pay interest up to the end of the month 
prior to encashment. 


Contingency Reserve: Is included in the budget projections primarily to 
cover risks arising from unpredictable events or unavoidable inaccuracies in the 
models used to translate economic assumptions into detailed budget forecasts. 
If not needed, it is used to reduce the federal debt. 


Cost at risk: A dollar risk measure that represents the potential excess debt 
charges over a one-year horizon that the debt manager is X% certain not to exceed. 


cross-currency swap: An agreement that exchanges one type of obligation for 
another involving different currencies and the exchange of the principal amounts 
and interest payments. 


duration: Weighted average term to maturity of a bond’s cash flow, used as a 
measure of interest rate sensitivity. 


electronic trading system: An electronic system that provides real-time 
information about securities and enables the user to execute financial trades. 


Exchange Fund Account: The principal repository of Canada’s official foreign 
reserves, used to provide foreign currency liquidity and promote orderly 
conditions for the Canadian dollar in the foreign exchange market. 


federal debt: accumulated deficit, i.e., the sum of all surpluses and deficits 
in the past. 


financial balance: Measures the difference between the cash coming in to the 
Government and the cash going out. In the case of a financial requirement, it is 
therefore the amount of new borrowing required from outside lenders to meet the 
Government’s financing needs in any given year. 


fixed-rate debt: The share of the gross debt that is maturing or being repriced in 
more than 12 months. 


fixed-rate marketable bond: Market debt instrument issued by the Government 
of Canada and sold via public tender. These issues have a specific maturity date 
and a specified interest rate. All Canadian-dollar marketable bonds pay a fixed rate 
of interest semi-annually and are non-callable. They are transferable and hence 
can be traded in the secondary market. 


fungible bond: A bond that has the same financial attributes as another; 
the bonds are interchangeable. 


government securities distributor (GSD): GSDs are members of a group of 
investment banks and dealers through which the Government distributes 
Government of Canada Treasury bills and marketable bonds. 


gross public debt: Total amount the Government owes. It consists of both 
market debt and internal debt owed mainly to the superannuation accounts for 
government employees and other current liabilities. 


interest-bearing debt: Consists of unmatured debt, or market debt, and the 
Government's liabilities to internally held accounts such as federal employees’ 
pension plans. 


marketable debt: A marketable debt instrument is issued by the Government 
of Canada and sold via public tender or syndication. These issues can be traded 
between investors while outstanding. 


market debt: For debt management purposes, market debt is defined as the 
portion of debt that is funded in the public markets, and includes marketable 
bonds, Treasury bills, retail debt (primarily Canada Savings Bonds), 
foreign-currency-denominated bonds and bills, as well as bonds issued to 

the Canada Pension Plan. 


market transparency: Within the context of debt management, characterization 
of a bond market where debt management strategies and operations are known 
and well understood by market participants. 


net debt: Federal gross public debt, net of financial assets. 


non-marketable debt: Interest-bearing debt that is not traded in 
secondary markets. 


non-market debt: Includes the Government’s internal debt, which is, for the 
most part, federal public sector pension liabilities and the Government’s current 
liabilities (such as accounts payable, accrued liabilities, interest and payment of 
matured debt). 


primary market: Market for new issues of securities. 


real return bond (RRB): Government of Canada real return bonds pay 
semi-annual interest based upon a real interest rate. Unlike standard fixed-rate 
marketable bonds, interest payments on RRBs are adjusted for changes in the 
consumer price index. 


secondary market: Market where securities are bought and sold after issuance. 
sovereign market: Market for the debt issued by a government. 


Treasury bill: Short-term obligation sold by public tender. Treasury bills with 
terms to maturity of 3, 6 or 12 months are currently auctioned on a biweekly basis. 


turnover ratio: Volume of securities traded as a percentage of total 
securities outstanding. 


yield curve: Graph based on the term structure of interest rates, plotting the 
yield of all bonds of the same quality with maturities ranging from the shortest to 
longest term available. 
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Foreword by the Minister of Finance 


I am pleased to table before Parliament the Government of Canada’s Debt 
Management Strategy for fiscal year 2004-05. This document provides 
comprehensive information on the Government’s debt strategy and objectives for 
the coming fiscal year. 


Canada’s commitment to prudent financial management has been the foundation 
of Canada’s recent economic and policy success, and enabled us to weather a 
number of unexpected shocks in 2003. The Government recently presented its 
seventh consecutive balanced budget, and Canada is the only Group of Seven 
(G-7) country expected to post a balanced budget in 2004. According to the 
Organisation for Economic Co-operation and Development (OECD), Canada’s 
debt burden is also expected to be the lowest in the G-7 in 2004. 


The benefits of this disciplined approach are many. Ongoing federal surpluses have 
enabled us to reduce our federal debt by more than $52 billion since the budget 
was balanced in 1997-98. As a result, the federal debt-to-GDP (gross domestic 
product) ratio fell from 68 per cent in 1995-96 to 44 per cent in 2002-03. This 
reduction in the federal debt burden has led to lower interest charges of $3 billion 
each year, savings that can be invested in the priorities of Canadians. 


In spite of such hard-earned progress, however, interest charges remain our 
largest single budget expense, accounting for 21 cents of every revenue dollar 
received by the Government in 2002-03. Given the looming challenge of an 
aging population, our debt reduction efforts must continue. For this reason, 
Budget 2004 sets an objective of reducing the federal debt-to-GDP ratio 

to 25 per cent within 10 years. 


It is only through sound fiscal management that Canada can foster a higher 
standard of living and a better quality of life today and for generations to come. 
This government remains determined to take the necessary steps to ensure 
long-term prosperity for all Canadians. 


The Honourable Ralph Goodale, P.C., M.P. 
Minister of Finance 
Ottawa, March 30, 2004 
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Purpose of this Publication 


The Debt Management Strategy is an annual publication of the Department 
of Finance Canada that provides information on the Government of Canada’s 
objectives and strategies for managing the outstanding stock of market debt 
and financial assets within the context of the fiscal environment. 


The Government publishes a companion document, the Debt Management Report, 
which reports on the Government’s debt operations over the previous fiscal year 
and provides detailed information on outstanding debt. This publication is available 
shortly after the release of the Public Accounts each year. 


Focus of the Federal Debt Strategy 


The debt strategy focuses on the management of the marketable debt and liquid 
financial assets of the Government of Canada. 


As of March 31, 2008, the Government had $439.8 billion of market debt composed 
of bonds, Treasury bills, retail debt, foreign currency debt, and Canada Pension Plan 
bonds, and $65.5 billion of liquid financial assets composed of domestic cash 
balances and foreign exchange assets. 


(C$ billions) 


Market Debt 
Payable in Canadian currency 
Marketable bonds 288.2 
(fixed-rate bonds with 2-, 5-, 10- and 30-year maturities 
and real return bonds with 30-year maturities) 


Treasury bills LOA 
(zero-coupon securities with 3-, 6- and 12-month maturities) | 
Retail debt 22.6 
(Canada Savings Bonds and Canada Premium Bonds) 

Canada Pension Plan bonds 3.4 


Payable in foreign currency 


Marketable bonds 14.0 
(fixed-rate bonds issued in US dollars and in other currencies) 

Canada bills 2.6 
(zero-coupon securities with 1- to 9-month maturities) 

Foreign currency notes . 4.5 


(Canada notes and Euro Medium-Term Notes) 


Liquid Financial Assets 
Cash jones 
Foreign exchange reserves 49.0 
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Highlights of the 2004-2005 Debt Strategy 


The Government will continue to target a gradual reduction in the fixed-rate 
share of the debt from two-thirds in 2002-03 to 60 per cent in 2007-08 to 
achieve savings on public debt charges while retaining a prudent debt structure. 


In moving to the new debt structure, the maintenance of a well-functioning 
market in Government of Canada securities is an important objective of the 
debt strategy. 


Thus, the change in the debt structure will continue to be made gradually 
through increases in the Treasury bill program and reductions in the 
bond program: 


— The size of the Treasury bill program will increase from $110 billion- 
$115 billion at the end of 2003-04 to approximately $130 billion by the end 
of 2004-05. 


— The total amount of marketable bonds issued in 2004—05 will be about 
$36 billion, moderately lower than in 2003-04. Net bond issuance of about 
$25 billion will also be moderately lower than in 2003-04. 


— The planned amount of bond buybacks is in the order of $11 billion, similar 
to 2003-04. 


— The bond stock will decrease from $257 billion to about $241 billion due 
to maturities and continued cash management buyback operations. 


The Government reviewed the real return bond program and the pilot switch 
buyback program in 2003-04 and is announcing that: 


— Real return bonds will remain a part of the Government’s debt program, 
with issuance in 2004—05 equal to or marginally higher than in previous years. 


— The switch buyback program will be maintained as an ongoing debt 
management tool. 


To enhance bidding and participation in domestic debt operations: 


— Beginning April 1, 2004, as supported by market participants, results for 
auctions and buybacks will be released in advance of the current fixed 
turnaround times on a “best efforts basis” G.e. when ready). Turnaround times 
for auctions and buybacks are expected to decline to about 5 and 10 minutes 
respectively. Release times will vary from operation to operation, subject to a 
maximum turnaround time for auctions and buybacks of 10 and 15 minutes 
respectively. The Government will continue to take steps in the fiscal year to 
streamline these operations to further reduce turnaround times. 


— Morning operation times for both Treasury bill auctions and cash management 
buybacks introduced in June 2003 will be maintained. 


2 
7 5 
7 _— -_ _ 
‘ 
| sue US ete 7 : wer ; 
i 4 Sah wees nd Eee . 
<_ yes un : : ai site 
Ai mae 8 on noe ce ee babe 
i ema bee Said aint! ite ire da west Aint oft Als 
| ® 7 ee pha! 
+6 ad o620 Vanier low Weert! cepa _ 
2 > OF] PROS OED | a Cr ie oa Tire! OE lA ME hetd 
- ; 2 eaten 
‘y yA Ag ; : : 7 SY nant 23 Ss Lachine 7 
ni o>. OV) ae ae wish ei ae - 7 : 
; 7 Visa® 6! a 7 - : 7 
7 \ ; : ~~ ; v7 ; : 7 - 
| | 2 f i Jill) Mh ae GNG) (a2) nt _ - 
<j J = S 4 ve Vea aS twit i we {puta waM - - - 
| : abit wacaeel eiipereicall st aol tn ean > 
é i ac nib ore, nifte a8 : : 
7 Nida ay - ; 
Us 
ries oe ste wg Ore : . 
von ab & = § 04 : » ,] 
¢@ aft 7 7 a 
Aves aay haga . : 
a : > 
tae =" oi 
7 ar as "; ’ » 
, 
‘ ‘ j 4 t a 
f ; at 9 
: i . 
i ' mn Liar AS - , Re é 
; | i! ‘4 Bai z's Te 
ef ' iF 7 d ; ba [sz , 7 7 
oh ee _ . TT P | ,oe 7 ® ‘ =a ey 
oo A Seek, | 7 aie ine itoms \iwenr tl 
,@ < : i ii a » hig: a7 , a 7 : 
‘ i? Vy ' i” re iB ( tA Cree ‘. % 
i i : ! 7 lw i) eet ec ey ls 
7 —@ 7 4 2i'@2 a) d 
a) sx : - an La rae ine 7 : 5 aoa . ° 
: pice > Carnie epi tn Poin? jneeeer wales 
- a SY ET, PINE “1 Pa aye te ie) 


a 


wé : 


Funds Management Framework 


Government of Canada funds management encompasses a wide range of activities 
related to the issuance of debt and the management of liquid financial assets 

by the Government. Prudent and effective funds management is a key element 

of achieving the Government’s objective of fiscal sustainability. Due to the nature 
and breadth of funds management activities, separate objectives have been 
established for domestic debt and cash management, and foreign reserves. 


Domestic Debt and Cash Management Objectives 


The fundamental objective of domestic debt and cash management is to provide 
stable, low-cost funding to meet the financial obligations and liquidity needs 

of the Government of Canada. Key strategic objectives are to maintain a prudent 
debt structure, maintain and enhance a well-functioning market for Government 
of Canada securities, and maintain a diversified investor base. 


Domestic Debt and Cash Management Principles 


In pursuit of these objectives, the Government of Canada manages its activities 
according to a set of key principles. 


Prudence: Manage the structure of the debt to protect the Government’s fiscal 
position from unexpected increases in interest rates and to limit refinancing 
needs. Manage the Receiver General cash position to ensure that adequate 
liquidity is maintained at reasonable cost to the Government. 


Cost-effectiveness: Borrow using a variety of instruments, a range of maturities 
and a diversified investor base to be cost-effective. 


Maintaining a well-functioning market: Emphasize transparency, liquidity and 
regularity in the design and implementation of domestic debt programs in order 
to maintain a well-functioning domestic market. Work with market participants 
and regulators to enhance the integrity and attractiveness to investors of the 
market for Government of Canada securities. 


Consultations: Seek input from market participants on major adjustments 
to the federal debt and cash management programs. 


Best practices: Ensure that the operational framework and practices are 
in line with the best practices of other comparable sovereign borrowers 
and the private sector. 


waked 


12 Dept MANAGEMENT STRATEGY—2004-2005 


Foreign Reserves Management Objective 


The objective of foreign reserves management is to maintain foreign currency 
liquidity, including funds needed to promote orderly conditions for the Canadian 
dollar in foreign exchange markets. 


Foreign Reserves Management Principles 


In pursuit of this objective, the Government of Canada manages its foreign 
exchange reserves according to a set of key principles. 


Prudence: Maintain an appropriate level of reserves invested in high-quality 
highly liquid assets. Manage reserves within a framework that matches foreign 
liabilities to reserve assets to immunize currency and interest rate risk, and that 
controls credit risk through diversification. 


Cost-effectiveness: Minimize the cost of carrying reserves (i.e. the difference 
between interest paid on foreign currency liabilities and the interest earned 
on reserve assets). 


Consultations: Seek input from market participants on major adjustments 
to the foreign reserves management program. 


Best practices: Ensure that the operational framework and practices are 
in line with the best practices of other comparable sovereign borrowers 
and the private sector. 
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Debt Management Environment 


Fiscal Outlook 


Budgetary Balance 


The Government’s fiscal policy sets the context for debt management operations. 
The Government recorded budgetary surpluses over the previous six fiscal years 
and reduced the federal debt (accumulated deficit) by $52.3 billion. As announced 
in the March 2004 budget, the Government is committed to maintaining balanced 
budgets or better for 2003-04 and for each of the next two fiscal years. 


Contingency Reserve and Debt Reduction 


The Government of Canada sets aside an annual Contingency Reserve of $3 billion to 
cover risks arising from unforeseen circumstances and variations in budget planning. 
The Contingency Reserve, if not needed, will be used to reduce federal debt. 


Combined with forecast economic growth, the federal debt-to-GDP ratio—the level 
of debt in relation to the country’s annual income—remains on a downward track. 
On an accrual basis, the federal debt (accumulated deficit) as a percentage of 

the economy is projected to fall to 42 per cent in 2003-04, down from its peak of 
68.4 per cent in 1995-96. With the commitment to balanced budgets in each of 

the next two fiscal years, it is forecast to decline to about 38 per cent in 2005-06. 


In terms of international debt burden comparisons, taking into account the 
accounting methods of various sovereigns, the debt burden of Canada’s total 
government sector has declined the fastest among G-7 countries since the 
mid-1990s. Between 1995 and 20038, Canada’s net financial liabilities as a 
percentage of GDP (akin to the debt-to-GDP ratio) declined by 34.3 percentage 
points. Consequently, Canada’s total government debt burden moved from being 
the second highest among the G-7 countries to the second lowest in 2003. 
According to the OECD, Canada’s debt burden is expected to be the lowest in 
the G-7 in 2004. 


Financial Requirement/Source 


The key budgetary measure for debt management planning is the financial 
requirement/source rather than the budgetary balance (see box on following 
page). The budgetary balance is presented on a full accrual basis, recognizing 
revenues and expenses when they are incurred. In contrast, the financial 
requirement/source is a cash flow measurement that represents actual cash 
transactions related to current- and prior-year budgetary items, as well as 

the cash implications of non-budgetary transactions, such as changes in financial 
or non-financial assets or liabilities. 
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Measuring the Government’s Fiscal Position: 
Budgetary Balance and Financial Requirement/Source 


The budgetary balance and financial requirement/source measures used 

in the Debt Management Strategy are based on the Public Accounts 
accounting framework. The Public Accounts provide information to 
Parliament on the Government’s financial activities, as required under 

the Financial Administration Act. The measures are provided on a fiscal-year 
basis ending March 31. 


The budgetary balance—deficit or surplus—is one measure of the 
Government’s financial situation. Consistent with the recommendations 

of the Auditor General of Canada, the Government moved to full accrual 
accounting in 2002-03. The move enhances transparency and decision 
making by providing a more complete accounting of government activities 
than under the previous modified accrual accounting framework. Under the 
full accrual basis of accounting, revenues and expenses are recorded when 
they are incurred, regardless of when the actual cash flows occur. For more 
information on accrual accounting, see Annex 6 of The Budget Plan 2003, 
available on the Department of Finance Web site at www.fin.gc.ca. 


The financial requirement/source provides a measure of the net cash position 
of the Government. In contrast, the budgetary balance also includes 
obligations incurred by the Government during the course of the year for 
which the cash transaction does not take place until future years. In general 
terms, the difference between the financial requirement/source and the 
budgetary balance is timing (i.e. when funds for budgetary items are 
committed and the actual cash transaction occurs). 


The financial requirement/source includes the cash outlays related to current- 
and prior-year budget commitments. It also includes transactions in loans, 
investments and advances, federal employees’ pension accounts, other 
specified purpose accounts, foreign exchange activities, and changes in 

other financial assets, liabilities and non-financial assets. These activities 

are included as part of non-budgetary transactions. The financial 
requirement/source corresponds closely to the unified budget balance 
measure used in the United States. 
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Figure 1 presents the various elements of the Government’s budgetary 
framework for the 2002-03 fiscal year, the last year for which audited Public 
Accounts financial statements are available. 


Figure 1 
Financial Source at March 31, 2003 


Budgetary surplus a Ady, 
- Bae Result: Reduction in federal debt 
+ 
Non-budgetary Loans, investments and 
transactions ©@@ advances, pensions, 
$0.7 billion foreign exchange transactions, 


and other accounts 
and transactions 


Financial source 


$7.6 billion 


Note: Numbers do not add up due to rounding. 


Source: Annual Financial Report of the Government of Canada (fiscal year 2002-08), 
Department of Finance. 


Net Financial Requirement/Source Outlook 


For 2003-04 the Government expects a financial source of $2.0 billion from 
non-budgetary transactions. The Government expects a financial requirement of 
$4.5 billion in 2004-05. This is due to the transfer of Canada Pension Plan (CPP) 
operating balances, currently held by the Government, to the CPP Investment 
Board, as well as requirements from loans, investments and advances, and capital 
assets. The CPP funds transfer involves switching non-market debt to market 
debt, which engenders a cash requirement but does not have any effect on the 
federal debt. 
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Debt Composition 
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Debt management operations focus on the Government of Canada’s market 
debt, which is only one component of the Government’s gross debt. The other 
component of the gross debt, non-market debt, is taken into account in debt 
strategy planning but is not subject to debt management strategy initiatives. 
Non-market debt includes federal public sector pension liabilities and the 
Government’s accrued liabilities. Debt strategy planning also focuses on the 
management of the Government’s financial assets. Figure 2 illustrates the 
relationships between the components of the public debt for the 2002-03 


fiscal year. 


Figure 2 


Total Public Debt as of March 31, 2003 


(in billions of dollars) 


Market debt 
$439.8 


+ 


Non-market debt 
$260.4 


Gross debt 
$700.1 


Financial assets 
$135.3 


Net debt 
$564.8 


Non-financial assets 
$54.2 


Federal debt 


(accumulated deficit) 
$510.6 


Fixed-coupon marketable bonds, 


» Treasury bills, retail debt, 


real return bonds, foreign debt and CPP bonds 


other liabilities 


Cash, foreign exchange 


and advances 


Note: Numbers may not add up due to rounding. 


/ Pensions and other accounts, 


reserves, loans, investments 


Source: Annual Financial Report of the Government of Canada (fiscal year 2002-08), 


Department of Finance. 
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The Government’s market debt consists of fixed-coupon marketable bonds, real 
return bonds, Treasury bills, retail debt (Canada Savings Bonds, Canada Premium 
Bonds and Canada Investment Bonds), foreign currency denominated debt, 

as well as bonds issued to the Canada Pension Plan. Financial assets held by the 
Government include operating cash balances, loans, investments and advances, 
and foreign exchange reserves. Non-financial assets include land, buildings and 
infrastructure, and vehicles. Chart 1 shows the forecast composition of the market 
debt at year-end 2003-04. 


Chart 1 
Forecast Composition of Market Debt 
March 31, 2004 


Foreign currency 
denominated debt 
Retail debt 4% 
5% 


Treasury bills 
217% 


Fixed-coupon 
marketable bonds 
59% 


Real return 
bonds 
5% 


Note: Excludes bonds issued to the Canada Pension Plan. 
Source: Department of Finance. 
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Market Debt Outlook 


The federal debt declined by $7.0 billion in 2002-03 and by $52.3 billion over 

the past six fiscal years. Market debt, the portion of the federal debt that is funded 
in capital markets, declined by $2.5 billion in 2002-03 and by $37.1 billion over 
the past six fiscal years. A further decline in market debt is expected in 2003-04. 


Borrowing Authority 


Under the Financial Administration Act, the Government has standing 
authority to refinance market debt maturing in a fiscal year. 


Parliamentary approval must be obtained to raise new market debt, in the 
form of a borrowing authority bill. Once obtained, the authority to raise debt 
levels generally extends through the remainder of the fiscal year and lapses 
at the start of the next fiscal year. 


Currently available new borrowing authority is limited to a $4-billion 
non-lapsing contingency from the 1996-97 Borrowing Authority Act. Given 
the impact of the expected transfer of the Canada Pension Plan operating 
balances, the Government may seek special borrowing authority to fund the 
transfer through the issuance of new market debt. The need for additional 
borrowing authority will be considered later in 2004—05, in light of the 
Government’s prevailing fiscal position at that time. 
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2004-2005 Debt Management Strategy 


Balancing Prudence and Cost: Debt Structure 


One of the Government’s key objectives in managing the debt is to strike 

the appropriate balance between low financing costs and cost stability. In general, 
borrowing long-term debt is less risky, but more costly, than borrowing short-term 
debt. The Government maintains a prudent debt structure to protect its fiscal 
position from unexpected increases in interest rates and to limit annual 
refinancing needs. One of the measures of prudence is the fixed-rate share 

of the debt—that is, the share of the debt that does not need to be refinanced 
within a year. 


As announced in the 2003 budget, the Government has adopted a new target for 
the fixed-rate portion of the debt: it will be reduced from two-thirds to 60 per cent 
by 2007-08 to lower future debt costs. The Government is in a position to reduce 
the target following significant improvements in Canada’s economic and fiscal 
position in recent years. Canada now has low and stable inflation, lower foreign 
indebtedness and a current account surplus, all of which make interest rate 
surprises less likely. In addition, the reduction in the debt level has provided 
Canada with greater financial stability, reduced vulnerability to events happening 
beyond our borders, and contributed to the restoration of Canada’s triple-A credit 
rating. The reduction in the fixed-rate share will be implemented in an orderly and 
transparent manner to allow the market time to adjust to the required changes in 
debt programs. 


As in past years, a simulation model has been used to re-evaluate the debt 
structure target. The analysis involves considering the potential debt costs and 
cost variation for a large number of interest rate scenarios. The analysis supports 
the reduction in the fixed-rate share to 60 per cent, indicating net annual cost 
savings could reach up to $500 million, on average, when the 60-per-cent debt 
structure is in place, compared to the previous two-thirds target. 


Compared to a two-thirds debt structure, the lower fixed-rate structure will raise 
the Government’s short-term exposure to adverse movements in interest rates. 
For example, a 100-basis-point increase in interest rates along the entire yield 
curve would raise federal net debt-servicing costs by $1.4 billion in the first year 
with a 60-per-cent fixed-rate structure, compared to $1.1 billion for the current 
debt structure. By comparison, the impact of the same interest rate shock was 
estimated at $1.8 billion in the mid-1990s. 


However, the analysis also reconfirms that it is highly unlikely that the additional 
debt costs stemming from a severe interest rate shock would disrupt the budget 
plan in a given fiscal year due to the cushion built into the budgetary 

framework and Canada’s lower debt level. Over time the additional costs of an 
interest rate shock would be more than offset by the savings associated with 

a lower fixed-rate structure. 
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The Government will continue to review the structure of the debt on an annual 
basis to determine whether adjustments are appropriate given the objectives 

of keeping costs low and maintaining market liquidity in a declining debt 
environment. Specifically, in 2004-05 the Government will evaluate the mix of 
net issuance among the four key bond maturities (2, 5, 10 and 30 years) and its 
impact on the average term to maturity and on costs. The potential for a better 
integration of debt management policies and the fiscal-planning framework will 
be examined to assess the utility and feasibility of setting a debt structure target 
that aids in the management of the overall budget balance. 


Maintaining A Well-Functioning Market 


As the sovereign and the largest borrower in the Canadian fixed-income 
marketplace, the Government has a major interest in sustaining a liquid and 
efficient market for Government of Canada securities for the purpose of providing 
stable low-cost funding. A liquid and efficient government securities market 

also provides key pricing and hedging tools for market participants, thereby 
contributing to the effective functioning of the broader fixed-income market. 


In developing its debt program plans, the Government conducts extensive 
consultations with market participants. In developing the debt management 
strategy for 2004-05, the Government consulted with market participants on 
two occasions: once on issues related to the Government’s real return bond 
program and once on wider issues related to the debt program. The results 

of these consultations are incorporated in the following section, which describes 
detailed initiatives being undertaken in 2004—05 to maintain and enhance 
operational effectiveness in the areas of domestic debt, cash and reserves 
management. For further information, detailed reports on topics of discussion 
and views received from market participants are posted on the Bank of Canada’s 
Web site at www.bankofcanada.ca. 


As in past years, the Government plans to consult further with market participants 
on potential adjustments to debt program plans during the 2004—05 fiscal year. 
Discussion papers and reports on these future consultations will be posted on the 
Bank of Canada’s Web site following the consultations. 
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2004-2005 Debt Strategy Action Plan 
and Intended Results 


Debt Structure 


Objective: Gradually reduce the fixed-rate share of debt 
from two-thirds to 60 per cent by 2007-08. 


Action for 2004-05: Intended Result: 
Continue to reduce the fixed-rate @ Achieve lower debt charges, while 
share of debt towards the continuing to prudently mitigate 
60-per-cent target. the risk to the budget framework. 


Increase the size of the Treasury bill 
program from $110 billion-$115 billion 
in 2003-04 to approximately 

$130 billion in 2004-05. 


Issue about $36 billion of bonds 
in 2004-05, $4 billion less than 


in 2003-04. Due to large bond @ Facilitate market adjustment 
maturities and continued cash to changes in the bond and 
management bond buyback Treasury bill programs. 


operations, the bond stock is 
expected to decrease by some 
$16 billion. 


Continue bond buybacks at 
a planned level of about $11 billion, 
as in 2003-04. 


Maintain a stable maturity profile. @) Limit the need to refinance a large 
portion of debt in any given period 
and help maintain stability in debt 
programs over time. 
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Domestic Debt Programs 


Objective: Maintain diversified sources of funding 
and a well-functioning market. 


Action for 2004-05: Intended Result: 
Continue regular issues of marketable | @ Keep costs low and mitigate 
bonds in four maturity sectors, funding risk by diversifying 
Treasury bills in three maturity borrowing across investor 
sectors and a long-dated segments, instruments 
index-linked bond. and maturities. 

Continue to borrow ona @) Maintain transparency 
pre-announced basis, seek input and efficiency. 


from market participants on major 
adjustments to programs, and provide 
timely notices of government 

policy decisions. 


Maintain current benchmark @) Maintain a liquid market for 
target sizes for 2-, 5-, 10- and on-the-run issues and building- 
30-year bonds. benchmark issues. 
Maintain issuance of real return @ Continue the Government’s 
bonds, with issuance equal to or commitment to the real return 
marginally higher than in bond program to help diversify 
previous years. its product and investor base 
on a cost-effective basis. 
Beginning April 1, 2004, change @) Enhance the bidding process 
turnaround time for auctions and participation. 


and buybacks to a best efforts basis. 


Expand the basket of bonds eligible @) Promote liquidity by reaching 


for 10-year cash and switch buybacks target benchmark sizes within 
to include more longer-dated maturities. a one-year cycle. 
Maintain the switch buyback @ Promote liquidity by helping 
program on an ongoing basis. build benchmarks within 

a reasonable time frame. 
Maintain the pilot 10:30 a.m. timing @ Support participation in 
for Treasury bill auctions and these operations. 


11:15 a.m. timing for cash 
management bond buybacks 
on an ongoing basis. 


Foreign Reserves and Debt Programs 


Objective: /mprove the cost-effectiveness 
of funding foreign reserve assets. 


Action for 2004-05: Intended Result: 
Continue to use cross-currency @ Keep the cost of carrying reserve 
swaps for the majority of assets low. 


reserves funding. 
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2004-2005 Debt Strategy Plan 


Domestic Debt Programs 


Modifications to debt programs in 2004-05 will continue the orderly adjustment 
toward the new debt structure target. In this context, the Government will focus 
on the maintenance of a well-functioning market. 


In particular, starting April 1, 2004, the Government will reduce the turnaround 
time for auctions and buyback operations from a fixed time to a “best efforts basis” 
G.e. when ready). Turnaround times for auctions and buybacks are expected to 
decline to about 5 and 10 minutes respectively. Release times will vary from 
operation to operation, subject to a maximum turnaround time for auctions and 
buybacks of 10 and 15 minutes respectively. The Government will continue to take 
steps in the fiscal year to streamline these operations to further reduce 
turnaround times. Reducing the turnaround time will reduce the market risk for 
market participants, further enhancing the efficiency of the auction and buyback 
process. Market participants support this change in turnaround time. 


Fixed-Coupon Marketable Bond Program 


Gross bond program issuance in 2004-05 is planned to be about $36 billion, 

$4 billion less than in 2003-04. Net bond issuance of about $25 billion will also 
be moderately lower than in 2003-04. Taking into account bond maturities and 
cash management bond buyback operations during the year, the stock of bonds 
is expected to decline from $257 billion to about $241 billion.! 


In 2004-05 the Government will continue to hold quarterly auctions of 2-, 5- and 
10-year bonds and semi-annual auctions of 30-year bonds. As in previous years, 
a quarterly calendar of auctions will be posted on the Bank of Canada Web site 
before the start of each quarter. 


The 2-, 5-, 10- and 30-year benchmark target sizes will remain unchanged from 
last year (2-year bonds: $7 billion to $10 billion, 5-year bonds: $9 billion to 

$12 billion, 10-year bonds: $10 billion to $14 billion, and 30-year bonds: $12 billion 
to $15 billion). The benchmark sizes will be achieved through reopenings (where 
a particular bond issue is sold at several auctions) and switch buyback operations 
until the benchmark target size is reached. 


During the recent round of debt strategy consultations, market participants 
suggested that the sizes of nominal bond auctions are approaching their lower 
limit, particularly in the 10- and 30-year maturities, and that structural 
adjustments to the bond program may be required in the years ahead. 


' Regular bond buybacks do not affect the stock of bonds, as the program supports 
the issuance of new benchmark bonds. 


A list of outstanding Government of Canada bonds, including their maturity dates, 
is contained in the 2002-03 Debt Management Report, which is available on the 
Department of Finance Web site at www.fin.gc.ca. The list will also be available in 
the forthcoming annual publication, Summary of Government of Canada Direct 
Securities and Loans, which will be posted on the Bank of Canada’s Web site at 
www.bankofcanada.ca. 


Bond Buyback Program 


The Government conducts two types of bond buyback operations: regular bond 
buybacks and cash management bond buybacks. Regular bond buybacks permit 
the maintenance of a liquid new bond issue program by buying existing bonds 
with a remaining term to maturity from 1 to 25 years. These buyback operations 
are sizeable and play a strategic role in maintaining an active new issue bond 
program. The second kind of buyback program, cash management bond buybacks, 
aids in the management of the Government’s cash balances by repurchasing bonds 
maturing within the next 18 months. 


Regular Bond Buyback Operations 


Bond buyback operations can be conducted on a cash or switch basis. Bond 
buyback operations on a cash basis involve the exchange of less liquid bonds 
for cash and are conducted shortly after auctions of similar maturity bonds. 
Bond buyback operations on a switch basis involve the exchange of less liquid 
bonds for new issue bonds on a duration-neutral basis and are conducted at 
other times in each quarter. 


Consultations with market participants indicated broad support for both the cash 
and switch buyback programs as a way of helping to maintain liquidity and new 
issuance of Government of Canada securities. Market participants suggested 

that it might be increasingly difficult to conduct large-scale buyback operations 
in the future due to the shrinking pool of eligible bonds to buy back. 


The Government plans to conduct about $11 billion in bond buyback operations 

in 2004-05, similar to 2003-04. The amount of buybacks on a switch basis will 

be decreased by approximately $1 billion to roughly $4 billion, while cash 
buybacks will be increased by about $1 billion to nearly $7 billion. The quarterly 
maximum repurchase target amounts for the regular bond buyback program and 
the timing of each operation will be announced through the quarterly bond auction 
calendar published by the Bank of Canada at www.bankofcanada.ca. 


To supplement buyback operations in the 10-year sector, starting April 1, 2004, 
bonds included in the basket of eligible bonds for buyback operations in the 
30-year sector will also be included in the basket of eligible bonds for buyback 
operations in the 10-year sector. 
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To broaden participation in buyback operations, buybacks on a switch basis 
were introduced on a pilot basis in December 2001 with the first operation 
conducted in February 2002. During debt strategy consultations, market 
participants expressed strong support for the switch program. From the 
Government’s perspective, the program is successfully meeting its objectives 
and, therefore, it will be maintained on an ongoing basis. 


Cash Management Bond Buybacks (CMBBs) 


To reflect market participants’ preference for CMBB operations to follow 
Treasury bill auctions, the timing of CMBB operations was moved from 10:30 a.m. 
to 11:15 a.m. ona trial basis effective June 17, 2003. Based on positive comments 
received during 2004-05 debt strategy consultations, this timing will be 
maintained on an ongoing basis. 


Real Return Bonds (RRBs) 


In light of the evolution in the macroeconomic environment and the consequent 
change in the target debt structure to a lower fixed-rate share, the Government 
announced in the 2003-04 Debt Management Strategy that it would assess 

the RRB program as a method of funding for the Government of Canada. 


Over the 2003-04 fiscal year, the Department of Finance and the Bank of Canada 
examined both the program’s performance in achieving its stated objectives and 
the program’s future value in the domestic debt program. 


In addition to the internal review the Government sought the views of market 
participants on the RRB program. The Bank of Canada published a consultation 
document? and a cost-effectiveness study.? During consultations the Government 
spoke with over 50 different parties, including institutional investors, primary 
dealers and pension consultants. The Government also received a number of 
comments from various interested parties via e-mail. A summary of these 
consultations was published on the Bank of Canada Web site.4 


The review found that the program has generally fulfilled its stated objectives. 
It found that global sovereign issuance of inflation-indexed securities has 
increased in recent years and that demand for RRBs continues. In the context 
of ongoing debt program adjustments, continued RRB issuance levels at around 
current levels over the next few years should not be an immediate constraint 
on maintaining issuance levels in nominal bond sectors and would have very 
little effect on the move to a lower fixed-rate share. 


As a result of the review, the Government will maintain the RRB program, 
with expected issuance equal to or marginally higher than the $1.4 billion 
issued in 2003-04. 


: See http://www.bankofcanada.ca/en/notices_fmd/consult03.htm. 
’ See http://www.bankofcanada.ca/en/notices_fmd/rrb2003.htm. 
4 See http://www.bankofcanada.ca/en/notices_fmd/market_consult03.htm. 
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Treasury Bill Program 


Based on the budget outlook and plans for attaining the 60-per-cent target 
for the fixed-rate portion of the debt, the stock of Treasury bills is expected 
to increase by $15 billion-$20 billion to about $130 billion by the end of 2004—05. 


To encourage participation by a broader range of market participants and to 
reflect market participants’ preferences, the timing of Treasury bill auctions was 
changed from 12:30 p.m. to 10:30 a.m. effective June 17, 2003. Based on positive 
comments received during the 2004—05 debt strategy consultations, this timing 
will be maintained on an ongoing basis. 


Cash management bills (i.e. short-dated Treasury bills) help the Government 
manage its cash requirements in an efficient manner. The Government intends 
to continue to actively use cash management bills in 2004-05. 


Domestic Market Development 


The Department of Finance and the Bank of Canada have an ongoing dialogue 
with market participants and regulators on the development of the fixed-income 
market in Canada. Discussions are expected to continue to focus on the 
development and regulation of electronic trading systems in fixed-income 
securities. Electronic trading systems, which have recently appeared in Canada, 
have the potential to improve the transparency and efficiency of the market. 


Retail Debt Program 


In 2004—05 the Government will continue to focus on cost reduction, keeping 

the non-marketable retail debt portfolio and costs aligned with a declining debt 
environment. Retail debt instruments are available through financial institutions, 
through employer sponsoring organizations, and directly by telephone or through 
the Canada Investment and Savings Web site at www.csb.gc.ca. 


Management of the Government’s Cash Balances 


The Government of Canada manages its cash balances in order to ensure 
that it has sufficient cash on hand to meet its operating and liquidity requirements. 
The cash balances are invested through auctions twice daily. 


The bulk of the cash balances are invested through a morning auction. 

The Government implemented a new framework in September 2002 to bring 
its operations in line with the best practices of other governments and 
market participants. 


Under the new framework, the morning auction incorporates a credit management 
system, using credit ratings, credit lines and collateral arrangements to manage 
credit risk, and a broad list of eligible counterparties to encourage more 
competitive bidding at the auctions. 
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The afternoon auction is used to invest the Government’s residual cash 
balances. This auction is uncollateralized and is limited to Large Value Transfer 
System participants. 


No major change is planned to the cash management framework in 2004—05. 


Foreign Reserves Debt Programs 


The Government holds foreign exchange reserve assets in the Exchange Fund 
Account to provide foreign currency liquidity and to provide the funds needed 
to help promote orderly conditions for the Canadian dollar in the foreign 
exchange markets. Further details on the management of international reserves 
are available in the Annual Report to Parliament on the Operations of the 
Eachange Fund Account, which is available on the Department of Finance 
Web site at www.fin.gc.ca. 


The Government’s foreign currency reserves are funded through foreign currency 
abilities. The foreign currency reserve assets, and liabilities financing those 
assets, are managed on a portfolio basis, based on many of the same principles 
used by other sovereigns and private sector financial institutions, including 
prudent risk management principles. 


Funding Sources 


The Government has access to a wide range of sources to fund its foreign currency 
assets. These sources include a short-term US-dollar paper program, medium-term 
note issuance in various markets, cross-currency swaps of domestic obligations, 
international bond issues, and purchases of US dollars in foreign exchange 
markets. Cross-currency swaps have proven to be a particularly cost-effective 
alternative and have been actively used in recent years. 


In 2004-05 the precise mix of funding sources will depend on a number of 
considerations, including relative cost, market conditions and opportunities, 

and the desire to maintain a prudent foreign currency denominated debt maturity 
structure. It is expected that cross-currency swaps of domestic obligations will 
continue to be the primary source of reserve funding. Chart 2 shows the expected 
composition of foreign currency liabilities at March 31, 2004. 
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Chart 2 
Forecast Composition of Foreign Currency Liabilities 
March 31, 2004 
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3% 


Global bonds 
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Source: Department of Finance. 


Risk Management 


The Government has in place a comprehensive risk management framework for 
identifying and managing treasury risk, including market, credit, operational and 
legal risks related to the financing and investment of the foreign exchange 
reserves. Standards for risk control are high, market risks are immunized and high 
standards of credit quality and portfolio diversification are followed. 


The Government’s risk management policies call for prudent management of 
treasury risks based on best practices. In recent years the Government has 
continued to further strengthen its risk management framework by implementing 
collateral management frameworks for its Receiver General AM auctions, cross- 
currency swap program, and US-dollar deposit program. Collateral management 
systems are increasingly the norm in capital markets as a way of managing risk. 
Under the frameworks, high-quality collateral (e.g. cash, securities) is posted to 
the Government when its credit exposure to financial institution counterparties 
exceeds specified limits. 
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Glossary 
accumulated deficit: Total liabilities less financial and non-financial assets. 


asset liability management: A systemic investment decision-making framework 
that is used to concurrently manage a portfolio of assets and liabilities, 


average term to maturity: The average time remaining before debt matures, 
taking only principal amounts into account. 


basis point: One-hundreth of a percentage point (0.01 per cent). 


benchmark bond: Specific issue outstanding within each class of maturities. 
It is considered by the market to be the standard against which all other bonds 
issued in that class are evaluated. 


budgetary surplus: Occurs when government annual revenues exceed annual 
budgetary expenses. A deficit is the shortfall between government revenues and 
budgetary expenses. 


buyback on a cash basis: The repurchase of bonds for cash. Used to maintain 
the size of auctions and new issuance. 


buyback on a switch basis: The exchange of outstanding bonds for new bonds in 
the current building benchmark. 


Canada bill: Promissory note denominated in US dollars, issued for terms 
of up to 270 days. Canada bills are issued for foreign exchange reserve funding 
purposes only. 


Canada note: Promissory note usually denominated in US dollars and available 

in book-entry form. Canada notes can be issued for terms of nine months or longer, 
and can be issued at a fixed or a floating rate. Canada notes are issued for foreign 
exchange reserve funding purposes only. 


Canada Premium Bond: A non-marketable security instrument issued by the 
Government of Canada, which is redeemable once a year on the anniversary date 
or during the 30 days thereafter without penalty. 


Canada Savings Bond: A non-marketable security instrument issued by the 
Government of Canada, which is redeemable on demand by the registered 
owner(s), and which, after the first three months, pays interest up to the end of 
the month prior to cashing. 


Contingency Reserve: Is included in the budget projections primarily to 

cover risks arising from unavoidable inaccuracies in the models used to translate 
economic assumptions into detailed budget forecasts, and unpredictable events. 
If not needed, it is used to pay down the public debt. 
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Cost at Risk: A measure based on the statistical distribution of debt charges 
that enables risk to be quantified in terms of the maximum costs that could occur 
within a specified probability range in a particular year. 


cross-currency swap: An agreement that exchanges one type of obligation for 
another involving different currencies and the exchange of the principal amounts 
and interest payments. 


duration: Weighted average term to maturity of a bond’s cash flow, used as 
a measure of interest rate sensitivity. 


electronic trading system: An electronic system that provides real-time 
information about securities and enables the user to execute financial trades. 


Exchange Fund Account: A fund maintained by the Government of Canada for 
the purpose of promoting order and stability of the Canadian dollar in the foreign 
exchange market. This function is fulfilled by purchasing foreign exchange (selling 
Canadian dollars) when there is upward pressure on the value of the Canadian 
dollar and selling foreign exchange (buying Canadian dollars) when there is 
downward pressure on the currency. 


financial requirement/source: Measures the difference between cash coming 
in to the Government and cash going out. In the case of a financial requirement, 
if cash on hand is not used, it is the amount of new borrowing required from 
outside lenders to meet the Government's financing needs in any given year. 


fixed-rate debt: The share of the gross debt that is maturing or being repriced 
in more than 12 months. 


fixed-coupon marketable bond: Market debt instrument issued by the 
Government of Canada and sold via public tender. These issues have a specific 
maturity date and a specified interest rate. All Canadian-dollar marketable bonds 
pay a fixed rate of interest semi-annually and are non-callable. They are 
transferable and hence can be traded in the secondary market. 


fungible bond: A bond that has the same financial attributes as another. Fungible 
bonds are interchangeable. 


government securities distributor: Member of a group of investment banks 
and dealers, through which the Government distributes Government of Canada 
Treasury bills and marketable bonds. 


gross public debt: Total amount the Government owes. It consists of market 
debt in the form of outstanding securities such as Treasury bills, marketable bonds 
and Canada Savings Bonds, non-market debt owed mainly to the superannuation 
accounts for government employees, and other current liabilities. 


interest-bearing debt: Consists of unmatured debt, or market debt, and the 
Government's liabilities to internally held accounts such as federal employees’ 
pension plans. 
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marketable debt: Market debt that is issued by the Government of Canada and 
sold via public tender or syndication. These issues can be traded between 
investors while outstanding. 


market debt: For debt management purposes, market debt is defined as the 
portion of debt that is funded in the public markets, and consists of marketable 
bonds, Treasury bills, retail debt (primarily Canada Savings Bonds), foreign 
currency denominated bonds and bills, as well as bonds issued to the Canada 
Pension Plan. 


market transparency: Within the context of debt management, characterization 
of a bond market where debt management strategies and operations are known 
and well understood by market participants. 


net debt: Gross debt, net of financial assets. 


non-marketable debt: Market debt that is not tradeable and that is issued to 
retail investors (Canada Savings Bonds and Canada Premium Bonds). 


non-market debt: Consists of the Government’s internal debt, which is, for the 
most part, federal public sector pension liabilities and the Government’s current 
abilities (such as accounts payable, accrued liabilities, interest payments and 
payments of matured debt). 


primary market: The market in which securities are initially sold or offered. 


real return bond (RRB): Government of Canada RRBs pay semi-annual interest 
based upon a real interest rate. Unlike standard fixed-coupon marketable bonds, 


interest payments on RRBs are adjusted for changes in the Consumer Price Index. 


secondary market: The market in which previously issued securities are traded, 
as distinguished from the new issue or primary market. 


sovereign market: Market for the debt issued by a government. 


Treasury bill: Short-term obligation sold by public tender. Treasury bills with 


terms to maturity of 3, 6 or 12 months are currently auctioned on a biweekly basis. 


turnover ratio: Volume of securities traded as a percentage of total securities 
outstanding. 


yield curve: Graph based on the term structure of interest rates, plotting the 
yield of all bonds of the same quality with maturities ranging from the shortest 
to longest term available. 
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Foreword by the Minister of Finance 


I am pleased to table before Parliament the Government of Canada’s Debt 
Management Strategy for fiscal year 2005-06. This document provides 
comprehensive information on the Government's debt strategy and objectives 
for the coming fiscal year. 


Over the past eight years, Canada has pursued a balanced approach to fiscal 
management that has combined debt reduction, targeted spending in areas that 
represent the priorities of Canadians, and efforts to reduce the tax burden on both 
individuals and businesses. This balanced approach has been the cornerstone of 
Canada’s fiscal policy and has been the source of our success at a time when many 
of our G-7 counterparts continue to face difficult fiscal circumstances. 


This balanced approach has provided significant benefits for Canadians. Our 

most recent federal budget, which was tabled on February 23, 2005, forecasts that 
Canada will record its eighth consecutive balanced budget or better—a record that 
is unmatched in our nation’s history. Since 1997-98, the budgetary surpluses have 
reduced our federal debt by more than $61 billion. As a result, the federal debt-to- 
GDP (gross domestic product) ratio is projected to decline to 38.8 per cent in 
2004-05, down from 68.4 per cent in 1995-96. This reduction in the federal debt 
burden has led to lower interest charges of more than $3 billion annually, savings 
that have already been invested in the priorities of Canadians, such as health care, 
education and the environment, as well as significant reductions in both corporate 
and personal tax rates. 


Nevertheless, federal debt charges continue to consume just under 18 cents out 

of every revenue dollar received by the federal government. In order to provide the 
funding necessary to meet the priorities of Canadians, while preparing for the 
demographic and social challenges caused by an aging population, the Government 
must continue to maintain its focus on debt reduction and prudent fiscal planning. 


Canadians continue to enjoy one of the highest standards of living in the world, 
and the Government is committed to maintaining our nation’s prosperity. By 
continuing to use a balanced approach that combines targeted spending, debt 
reduction and prudent management of our debt, and tax relief, we will redouble 
our efforts to ensure that Canada continues to enjoy a strong economy, both now 
and in the future. 


The Honourable Ralph Goodale, P.C., M.P. 
Minister of Finance 
Ottawa, March 21, 2005 
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Purpose of This Publication 


The Debt Management Strategy is an annual publication of the Department 
of Finance Canada that provides information on the Government of Canada’s 
objectives and strategies for managing the outstanding stock of market debt 


and financial assets within the context of the fiscal environment. 


The Department publishes a companion document, the Debt Management Report, 
which reports on the Government's debt operations over the previous fiscal year 
and provides detailed information on outstanding debt. This publication is available 


shortly after the release of the Public Accounts each year. 


Focus of the Federal Debt Strategy 


financial assets of the Government of Canada. 


and foreign exchange assets. 


As of March 31, 2004, the Government had $440.2 billion of market debt 
composed of marketable bonds, Treasury bills, retail debt, foreign currency debt, 
Canada Pension Plan bonds, and obligations related to capital leases, and 
$61.7 billion of liquid financial assets composed of domestic cash balances 


The debt strategy focuses on the management of the marketable debt and liquid 


(C$ billions) 
Market Debt 
Payable in Canadian currency 
Marketable bonds 278.8 
(fixed-rate bonds with 2-, 5-, 10- and 30-year maturities 
and real return bonds with 30-year maturities) 
Treasury bills 113.4 
(zero-coupon securities with 3-, 6- and 12-month maturities) 
Retail debt 21 
(Canada Savings Bonds and Canada Premium Bonds) 
Canada Pension Plan bonds 3.4 
Obligations related to capital leases 20 
Payable in foreign currency 
Marketable bonds 12.9 
(fixed-rate bonds issued in US dollars and in other currencies) 
Canada bills 3.4 
(zero-coupon securities with 1- to 9-month maturities) 
Foreign currency notes 4.3 
(Canada notes and Euro Medium-Term Notes) 
Liquid Financial Assets 
Cash 20.5 
Foreign exchange reserves 41.2 


Source: Public Accounts of Canada. 
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Highlights of the 2005-2006 Debt Strategy 


The Government will continue to target a gradual reduction in the fixed-rate 
share of the debt from two-thirds in 2002-03 to 60 per cent in 2007-08 to 
achieve savings on public debt charges while retaining a prudent debt structure. 


In moving to the new debt structure, the maintenance of a well-functioning 
market in Government of Canada securities is an important objective 
of the debt strategy. 


Thus, the change in the debt structure will continue to be made gradually 
through increases in the Treasury bill program and reductions in the 
bond program: 


The outstanding amount of Treasury bills will increase from about $130 billion 
at the end of 2004-05 to approximately $140 billion by the end of 2005-06. 


The total amount of marketable bonds issued in 2005-06 will be about 
$33 billion, roughly $3 billion lower than in 2004-05. Net marketable bond 
issuance (net of buybacks) of about $23 billion will be about $1 billion 
lower than in 2004-05. The Government intends to forego the auction 

of a 2-year fungible bond in the fourth quarter of 2005-06 to facilitate 

a reduction in gross bond issuance in the coming year. 


The bond buyback program has helped to smooth the transition from the 
larger bond programs of the 1990s to the smaller programs expected in 

the future. While the bond buyback program is needed to continue to support 
a portion of gross bond issuance over the next few years, the requirement 

for a transition mechanism to a sustainable, lower level of bond issuance is 
diminishing. In addition, it is appropriate to reduce the buyback program as 
the bond stock becomes concentrated in fewer liquid issues. The Government 
will begin in 2005-06 to reduce the size of the bond buyback program. The 
planned amount of bond buybacks is in the order of $9 billion to $10 billion, 
roughly $1.5 billion less than in 2004-05. 


The stock of marketable domestic bonds will decrease from an estimated 
$243 billion at the end of 2004-05 to about $235 billion due to maturities 
and continued cash management buyback operations. 


Annual bond issuance is expected to stabilize in the range of $30 billion 

to $35 billion once the 60-per-cent fixed-rate target has been reached. 
Annual issuance of this size will put into question the viability of the scope 
and structure of the current bond program. In 2005-06, the Government will 
consult with market participants on potential changes to the structure of the 
bond program to help ensure that a well-functioning market for Government 
of Canada securities is maintained in future years. 


10 Dest MANAGEMENT STRATEGY—2005-2006 


To enhance bidding and participation in domestic debt operations: 


— Reflecting market participants’ preferences, the timing of bond auctions 
will be advanced from 12:30 p.m. to 12:00 p.m. to allow these auctions and 
associated buyback operations to take place earlier in the day. Also, the time 
between bond auctions and cash buybacks will be reduced from 30 minutes 
to 20 minutes beginning in April. The offering deadline for bond buybacks 
will be advanced from 1:00 p.m. to 12:20 p.m. 


— The Government will continue to work in the fiscal year to further reduce 
turnaround times for auctions and buyback operations. 


The Government will be actively working with market participants and 
securities regulators in 2005-06 to increase the level of transparency of 
secondary market trading information for Government of Canada securities, 
both for institutional and retail investors. 
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Funds Management Framework 


Government of Canada funds management encompasses a wide range of activities 
related to the issuance of debt and the management of liquid financial assets 

by the Government. Prudent and effective funds management is a key element 

of achieving the Government's objective of fiscal sustainability. Management 

of debt and assets follows key principles. There are also specific objectives 

and principles guiding management of domestic debt and cash, and management 
of foreign reserves. 


Key Principles 


Governance: Ensure that debt and asset management activities are conducted 
in line with clearly established operational and risk guidelines and that risk 
monitoring and oversight are independent of treasury management operations. 


Transparency: Disclose information on the management and performance in 
a timely manner so as to ensure public understanding and accountability. 


Leading practices: Operational frameworks and practices should be in line with 
leading practices of other comparable sovereigns. Regular evaluations should be 
conducted of the effectiveness of the governance framework, policy initiatives 
and operations. 


Domestic Debt and Cash Management 


Objectives 


The fundamental objective of domestic debt and cash management is to 
provide stable, low-cost funding to meet the financial obligations and liquidity 
needs of the Government of Canada. Key strategic objectives, pursued over 

a medium-term horizon, are to maintain a prudent debt structure, maintain 
and enhance a well-functioning market for Government of Canada securities, 
and maintain a diversified investor base. 


Principles 


In pursuit of these objectives, the Government of Canada manages its activities 
according to a set of principles. 


Prudence: Manage the structure of the debt to protect the Government's fiscal 
position from unexpected increases in interest rates and to limit refinancing 
needs. Manage the Receiver General cash position to ensure that adequate 
liquidity is maintained at reasonable cost and risk to the Government. 


Cost-effectiveness: Borrow using a variety of instruments and a range of 
maturities, and maintain a diversified investor base. 
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Maintaining a well-functioning market: Emphasize transparency, liquidity and 
regularity in the design and implementation of domestic debt programs in order 
to maintain a well-functioning domestic market. Work with market participants 
and regulators to enhance the integrity and attractiveness to investors of the 
market for Government of Canada securities. 


Consultations: Seek input from market participants on major adjustments to 
the federal debt and cash management programs. 


Foreign Reserves Management 


Objectives 


The fundamental objective of foreign reserves management is to provide 

a source of funds to help promote orderly conditions for the Canadian dollar 

in the foreign exchange market, and to provide general foreign currency liquidity 
for the Government. 


The key strategic objectives of foreign reserves management are to maintain 
a high standard of liquidity, preserve capital value, and optimize return subject 
to liquidity and prudence objectives. 


Principles 


In pursuit of these objectives, the Government of Canada manages its foreign 
exchange reserves according to a set of principles. 


Prudence: Manage borrowing and investment activities to limit exposure to risk 
and protect the value of the Government's reserve assets. 


Cost-effectiveness: The carrying cost of reserves, taking into account the return 
on assets and the cost of liabilities, should be kept as low as possible. 
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Debt Management Environment 


Fiscal Outlook 


Budgetary Balance 


The Governments fiscal policy sets the context for debt management operations. 
The Government recorded budgetary surpluses over the previous seven fiscal years 
and reduced the federal debt (accumulated deficit) by $61.4 billion. As announced 
in the February 2005 budget, the Government is committed to maintaining 
balanced budgets or better for 2004-05 and for each of the next five fiscal years. 


Contingency Reserve and Debt Reduction 


The Government of Canada sets aside an annual Contingency Reserve of $3 billion 
to cover risks arising from unforeseen circumstances. 


Combined with forecast economic growth, the federal debt-to-GDP ratio—the level 
of debt in relation to the country’s annual income—remains on a downward track. 
On an accrual basis, the federal debt (accumulated deficit) as a percentage of the 
economy is projected to fall to 38.8 per cent in 2004-05, down from its peak of 
68.4 per cent in 1995-96. With the commitment to balanced budgets in each of 

the next five fiscal years, it is forecast to decline to about 30.6 per cent in 2009-10. 


In terms of international debt burden comparisons, taking into account the 
accounting methods of various sovereigns, the debt burden of Canada’s total 
government sector has declined the fastest among Group of Seven (G-7) countries 
since the mid-1990s. Between 1995 and 2004, Canada’s net financial liabilities as a 
percentage of GDP (akin to the debt-to-GDP ratio) are estimated to have been 
reduced by 38.2 percentage points. Consequently, Canada’s total government 

debt burden moved from being the second highest among the G-7 countries to 

the lowest in 2004. According to the OECD, Canada’s debt burden is expected 

to decline further in both 2005 and 2006, while the debt burdens of the other 

G-7 countries, with the exception of Italy, will increase. 
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Financial Requirement/Source 


The key budgetary measure for debt management planning is the financial 
requirement/source rather than the budgetary balance (see box below). The 
budgetary balance is presented on a full accrual basis, recognizing revenues 

and expenses when they are incurred. In contrast, the financial requirement/source 
is acash flow measurement that represents actual cash transactions related 

to current- and prior-year budgetary items, as well as the cash implications of 
non-budgetary transactions, such as changes in financial or non-financial assets 

or liabilities. 


Measuring the Government's Fiscal Position: 
Budgetary Balance and Financial Requirement/Source 


The budgetary balance and financial requirement/source measures used in the 

Debt Management Strategy are based on the Public Accounts accounting framework. 
The Public Accounts provide information to Parliament on the Government’s financial 
activities, as required under the Financial Administration Act. The measures are 
provided on a fiscal-year basis ending March 31. 


The budgetary balance—deficit or surplus—is one measure of the Government’s 
financial situation. Consistent with the recommendations of the Auditor General of 
Canada, the Government moved to full accrual accounting in 2002-03. The move 
enhances transparency and decision making by providing a more complete 
accounting of government activities than under the previous modified accrual 
accounting framework. Under the full accrual basis of accounting, revenues and 
expenses are recorded when they are incurred, regardless of when the actual cash 
flows occur. For more information on accrual accounting, see Annex 6 of The Budget 
Plan 2003, available on the Department of Finance Web site at www.fin.gc.ca. 


The financial requirement/source provides a measure of the net cash position of 

the Government. In contrast, the budgetary balance also includes obligations incurred 
by the Government during the course of the year for which the cash transaction does 
not take place until future years. In general terms, the difference between the financial 
requirement/source and the budgetary balance is timing (i.e. when funds for budgetary 
items are committed and the actual cash transaction occurs). 


The financial requirement/source includes the cash outlays related to current- and 
prior-year budget commitments. It also includes transactions in loans, investments 
and advances, federal employees’ pension accounts, other specified purpose 
accounts, foreign exchange activities, and changes in other financial assets, liabilities 
and non-financial assets. These activities are included as part of non-budgetary 
transactions. The financial requirement/source corresponds closely to the unified 
budget balance measure used in the United States. 


Figure 1 presents the various elements of the Government's budgetary framework 
for the 2003-04 fiscal year, the last year for which audited Public Accounts 
financial statements are available. 


Figure 1 
Financial Source at March 31, 2004 


Budgetary surplus 
se (dei ma> Result: Reduction in federal debt 


+ 


Non-budgetary Loans, investments and 
transactions Qa advances, pensions, 
-$2.8 billion foreign exchange transactions, 
and other accounts 
and transactions 


Financial source 


$6.2 billion 


Note: Numbers do not add due to rounding. 
Source: Public Accounts of Canaaa. 


Net Financial Requirement/Source Outlook 


With a balanced budget and a requirement of $2.7 billion in non-budgetary 
transactions, a financial requirement of $2.7 billion is estimated in 2004-05. 

The Government also expects a financial requirement of $5.3 billion in 2005-06. 
This is due to the transfer of Canada Pension Plan (CPP) operating balances, 
currently held by the Government, to the CPP Investment Board, as well as 
requirements from loans, investments and advances, and capital assets. The CPP 
funds transfer involves switching non-market debt to market debt, which 
engenders a cash requirement but does not have any effect on the federal debt. 
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Debt Composition 


Debt management operations focus on the Government of Canada’s market 
debt, which is only one component of the Government's gross debt. The other 
component of the gross debt, non-market debt, is taken into account in debt 
strategy planning but is not subject to debt management strategy initiatives. 
Non-market debt includes federal public sector pension liabilities and the 
Government's accrued liabilities. Debt strategy planning also focuses on the 
management of the Government's financial assets. Figure 2 illustrates the 
relationships between the components of the public debt for the 2003-04 
fiscal year. 


Figure 2 
Total Public Debt at March 31, 2004 
(in billions of dollars) 


Gross debt 
$701.1 


Market debt 
$440.2 
(marketable bonds, 
Treasury bills, retail debt, 
Canada Pension Plan bonds 
and capital leases) 


Less financial 
assets 
$144.8 

(cash, reserves, loans) 


Non-market debt 


$260.9 
(pensions and other 
accounts, other liabilities) 


Net debt 
$556.3 


: 


Less non-financial 
assets 
$54.8 

(capital assets) 


Federal debt 
$501.5 
(accumulated deficit) 


Source: Public Accounts of Canada. 


The Government's market debt consists of fixed-coupon marketable bonds, 

real return bonds, Treasury bills, retail debt (Canada Savings Bonds and Canada 
Premium Bonds), foreign currency denominated debt, and bonds issued to the 
Canada Pension Plan and obligations related to capital leases. Financial assets 
held by the Government include operating cash balances, loans, investments 

and advances, and foreign exchange reserves. Non-financial assets include land, 
buildings and infrastructure, and vehicles. Chart 1 shows the forecast composition 
of the market debt at year-end 2004-05. 


Chart 1 
Forecast Composition of Market Debt 
March 31, 2005 


Canada Pension Plan a ee 
bonds and obligations oak 
related to capital leases : 
1% 


Foreign currency 
denominated debt 


4% 
Retail debt 
5% Fixed-coupon 
Real return bonds marketable bonds 
5% 56% 


Note: Does not add to 100% due to rounding. 
Source: Department of Finance. 
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Market Debt Outlook 


The federal debt declined by $9.1 billion in 2003-04 and by $61.4 billion over the 
past seven fiscal years. Market debt, the portion of the federal debt that is funded 
in capital markets, declined by $2.2 billion in 2003-04 and by $38.6 billion over the 
past seven fiscal years. A further decline in market debt is expected in 2004-05. 


Borrowing Authority 


Under the Financial Administration Act, the Government has standing authority 
to refinance market debt maturing in a fiscal year. 


Parliamentary approval must be obtained to raise new market debt, in the form 

of a borrowing authority bill. Once obtained, the authority to raise debt levels generally 
extends through the remainder of the fiscal year and lapses at the start of the next 
fiscal year. 


Currently available borrowing authority is limited to a $4-billion non-lapsing 
contingency from the 1996-97 Borrowing Authority Act. The Government expects 
to meet forecast financial requirements in 2005-06 without seeking new 
borrowing authority. 
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2005-2006 Debt Management Strategy: Themes 


Balancing Prudence and Cost: Debt Structure 


One of the Government’s key objectives in managing the debt is to strike 

the appropriate balance between low financing costs and cost stability over 

a medium-term horizon. In general, borrowing long-term debt is less risky, but 
more costly, than borrowing short-term debt. Given its sizeable level of debt, 

the Government maintains a prudent debt structure to protect its fiscal position 
from unexpected increases in interest rates and to limit annual refinancing needs. 
One of the main targets in this regard is the fixed-rate share of the debt—that is, 
the share of the debt that does not need to be refinanced within a year. 


In 2005-06, the Government will continue to manage the transition by 2007-08 
from two-thirds to the new 60-per-cent target, adopted in the 2003 budget, for 
the fixed-rate portion of the debt. The reduction in the fixed-rate share is being 
implemented in an orderly and transparent manner to allow the market time 

to adjust to the required changes in debt programs. 


Updated analysis continues to support the reduction in the fixed-rate share 

to 60 per cent, indicating net annual cost savings could reach up to $500 million, 
on average, when the 60-per-cent debt structure is in place. Compared to a 
two-thirds debt structure, the lower fixed-rate structure will modestly increase 
the Government's short-term exposure to adverse movements in interest rates. 
However, the analysis also confirms that, over time, the additional costs of an 
interest rate shock would be more than offset by the savings associated with 

a lower fixed-rate structure. 


Maintaining A Well-Functioning Market 


As the sovereign and the largest borrower in the Canadian fixed-income 
marketplace, the Government has a major interest in sustaining a liquid and 
efficient market for Government of Canada securities for the purpose of providing 
stable low-cost funding. A liquid and efficient government securities market also 
provides key pricing and hedging tools for market participants, thereby 
contributing to the effective functioning of the broader fixed-income market. 


One of the key challenges for the Government in recent years has been to maintain 


a liquid, well-functioning Government securities market in the face of declining 
borrowing requirements and reduced issuance. The Government has taken steps 


to adjust its bond program to maintain participation at auctions and liquidity in the 


secondary market, principally by concentrating issuance of large benchmark sizes 
in four key maturity sectors (2, 5, 10 and 30 years) and by introducing a bond 
buyback program. 
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The bond buyback program has played a key role in smoothing the transition from 
the larger bond programs of the 1990s to the smaller programs expected in the 
future. Gross bond issuance of the Government of Canada peaked at $54 billion 

in 1996-97; the 2004-05 program is expected to be slightly less than $36 billion. 

A further reduction in bond issuance to around $33 billion is planned in 2005-06 
and, based on continued balanced budgets, annual gross bond issuance is expected 
to stabilize in the range of $30 billion to $35 billion once the 60-per-cent fixed-rate 
target has been reached in 2007-08. (Detailed information on the 2005-06 programs 
is contained in the following section, entitled “2005-2006 Debt Strategy: 

Program Details.”) 


In 2005-06 the Government will begin to reduce the size of the buyback program 
for two principal reasons. First, while the bond buyback program is needed to 
continue to support a portion of gross bond issuance over the next few years, 

the requirement for a transition mechanism to smaller sustainable bond programs 
is diminishing. Second, a reduction in the size of the buyback program is 
appropriate as the bond stock becomes concentrated in fewer old benchmark 
bonds which provide liquidity for market participants. The buyback program was 
initially designed to repurchase less liquid bonds to support new issuance of large, 
liquid benchmark bonds as the size of the gross bond program was reduced from 
its peak of $54 billion in 1996-97 to sustainable programs in the range of $30 billion 
to $35 billion. As the program has matured, many of these less liquid bonds have 
now been repurchased. As a result, the buyback program now relies on purchasing 
previously issued liquid benchmark bonds, and “recycles” this liquidity into new 
benchmark issues (i.e. the extent to which the buyback program contributes to 
the overall liquidity of the Government of Canada bond market has diminished). 

In the interest of maintaining a yield curve with a reasonable number of liquid 
issues, the Government will begin to reduce the buyback program. 


Looking forward, annual bond issuance of $30 billion to $35 billion is expected 
to put into question the viability of the current bond program structure—i.e. 
quarterly auctions of 2-, 5- and 10-year bonds; semi-annual auctions of 30-year 
bonds; the present benchmark target sizes; and time periods for building 
benchmark bonds. In the relatively near future, the Government may need 

to adjust the scope of the bond program to enable maintenance of a 
well-functioning market for Government of Canada securities in an environment 
of smaller bond programs. 


Accordingly, in 2005-06, the Government plans to assess potential structural 
changes to the bond program and to consult with market participants on this topic. 
(Consultations on this issue were initiated in 2004-05.) In the interim, the 
Government plans to accommodate a reduction in bond issuance in 2005-06 

by foregoing the fungible 2-year auction in the fourth quarter of the fiscal year. 
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Review of the Debt Distribution Framework 


In the fall of 2004, the Government initiated a review of its debt distribution 
framework to ensure that it has continued access to stable, low-cost funding 
sources over a medium-term horizon and that the Government of Canada securities 
market continues to function well. The framework, which includes the auction 
rules and surveillance of participants in the market for Government of Canada 
securities, was last reviewed in 1998. At that time, measures were put in place to 
enhance the reliability of access to funding for the Government and to ensure that 
the auction process would not result in undue concentration of securities or unfair 
competitive advantage for any particular market participants. 


Since the framework was last changed, the Government has conducted auctions 
that have been consistently covered and well bid. However, participation has 
become increasingly concentrated, with the Government relying on fewer, large 
dealers to cover the sale of securities at auctions. The secondary market for 
Government securities, along with other sectors of the domestic fixed-income 
market, has also become increasingly concentrated. Other trends that have 
developed since the last review include an evolution of debt management practices 
of other governments, interest in direct participation at auctions by institutional 
and retail investors, greater price transparency and the advent of electronic 
trading systems. 


Consultation meetings were held with market participants and other interested 
parties in October and November 2004 to help ascertain the current and future 
effectiveness of the framework and whether changes to the present distribution 
framework for Government of Canada securities are warranted. To allow for 
comments from a broad range of parties, a consultation document entitled 
Review of the Government of Canada Debt Distribution Framework' was 
released on the Bank of Canada’s Web site. A summary of the comments received 
is available on the Bank of Canada’s Web site at www.bankofcanada.ca. 


The review is ongoing and is expected to be completed in 2005-06. The 
Government is currently assessing the feedback received during the consultations 
and conducting analysis of the framework. A report on the review, which may 
identify refinements to the distribution framework, is planned to be published 
later in 2005-06. 


! See www.bankofcanada.ca/en/notices_fmd/2004/not181004_preface. 
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2005-2006 Debt Strategy: Program Details 


Domestic Debt Programs 


Modifications to debt programs in 2005-06 will continue the orderly adjustment 
towards the new debt structure target. In this context, the Government will focus 
on the maintenance of a well-functioning market over the medium-term horizon. 


On April 1, 2004, the Government reduced the turnaround time for auctions 

and buyback operations from a fixed time to a “best efforts basis” (i.e. when 
ready). There has been a dramatic reduction in turnaround times, with an average 
for auctions of less than 3 minutes (compared to a maximum of 10 minutes) 

and for buyback operations of less than 7 minutes (compared to a maximum 

of 15 minutes) .* Lower turnaround time has reduced the market risk for market 
participants, further enhancing the efficiency of the auction and buyback process. 
Market participants have strongly supported this change in turnaround time. 

The Government will continue to reduce turnaround times in 2005-06. 


Fixed-Coupon Marketable Bond Program 


Gross bond program issuance in 2005-06 is planned to be about $33 billion, 

$3 billion less than in 2004-05. Net marketable bond issuance (net of buybacks) 
of about $23 billion will be around $1 billion lower than in 2004-05. Taking into 
account bond maturities and cash management bond buyback operations during 
the year, the stock of bonds is expected to decline from an estimated $243 billion 
to about $235 billion.? 


In 2005-06 the Government will continue to hold quarterly auctions of 2-, 5- 

and 10-year bonds and semi-annual auctions of 30-year bonds. However, the 
Government intends, absent any significant change in its fiscal outlook, to forego 
the auction of a fungible 2-year bond in the fourth quarter of the 2005-06 fiscal 
year. This measure taking place in 2005-06 is intended to facilitate a reduction 
in gross bond issuance in the coming year pending the larger-scale review of the 
bond program in the fiscal year. The 2-year auction in the third quarter of 2005-06 
will be fungible (i.e. shares a common maturity date) with a large existing 
benchmark bond and will ensure that there is adequate liquidity in the 2-year 
sector of the curve for market participants. As in previous years, a quarterly 
calendar of auctions will be posted on the Bank of Canada Web site before the 
start of each quarter. 


The 2-, 5-, 10- and 30-year new maturity benchmark target sizes will remain 
unchanged from last year (2-year bonds: $7 billion to $10 billion, 5-year bonds: 
$9 billion to $12 billion, 10-year bonds: $10 billion to $14 billion, and 30-year 
bonds: $12 billion to $15 billion). The benchmark sizes will be achieved through 
reopenings (where a particular bond issue is sold at several auctions) and switch 
buyback operations until the benchmark target size is reached. 


* For the period from April 1, 2004 to January 26, 2005. 


3 Regular bond buybacks do not affect the stock of bonds, as the program supports 
the issuance of new benchmark bonds. 


A list of outstanding Government of Canada bonds, including their maturity dates, 
is contained in the 2003-04 Debt Management Report, which is available on the 
Department of Finance Web site at www.fin.gc.ca. The list will also be available 

in the forthcoming annual publication, Summary of Government of Canada 
Direct Securities and Loans, which will be posted on the Bank of Canada’s Web 
site at www.bankofcanada.ca. Starting April 1, the Bank of Canada will update, on 
a monthly basis, the information on the outstanding amount of Treasury bills 

and marketable bonds on its Web site. 


Bond Buyback Program 


The Government conducts two types of bond buyback operations: regular bond 
buybacks and cash management bond buybacks. Regular bond buybacks permit 
the maintenance of a liquid new bond issue program by buying existing bonds 
with a remaining term to maturity from 18 months to 25 years. These buyback 
operations are sizeable and play a strategic role in maintaining an active new-issue 
bond program. The second kind of buyback operation, cash management bond 
buybacks, aids in the management of the Government's cash balances by 
repurchasing bonds maturing within the next 18 months. 


Regular Bond Buyback Operations 


Bond buyback operations* can be conducted on a cash or switch basis. Bond 
buyback operations on a cash basis involve the exchange of less liquid bonds 
for cash and are conducted shortly after auctions of similar maturity bonds. 
Bond buyback operations on a switch basis involve the exchange of less liquid 
bonds for new issue bonds on a duration-neutral basis and are conducted at 
other times in each quarter. 


As noted earlier, in 2005-06 the Government will begin to reduce the buyback 
program in keeping with its reduced need as a transition mechanism. The 
Government plans to conduct between $9 billion and $10 billion in bond buyback 
operations in 2005-06, roughly $1.5 billion less than in 2004-05. 


To help support participation by market participants, and reflecting feedback 
from market consultations, the time between bond auctions and cash buybacks 


will be reduced from the present 30 minutes to 20 minutes beginning April 1, 2005. 


Also, the timing of the bond auctions will be advanced from 12:30 p.m. to 

12:00 p.m. to allow these auctions and buyback operations to take place earlier 

in the day. The quarterly maximum repurchase target amounts for the regular 
bond buyback program and the date of each operation will be announced through 
the quarterly bond auction calendar published by the Bank of Canada at 
www.bankofcanada.ca. 


4 A document entitled Details on Bond Buyback Operations relating to the repurchase operations 
of Government of Canada marketable bonds is available on the Bank of Canada’s Web site at 
www.bankofcanada.ca. It is a compilation of the initiatives previously announced in the Debt 
Management Strategy documents and other operational enhancements announced on the Bank’s 
Web site over the years. 
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Cash Management Bond Buybacks (CMBBs) 


The CMBB program helps manage the Government's cash requirements by 
reducing the high levels of cash balances needed ahead of large bond maturities. 
No major change is planned to CMBB operations in 2005-96. 


Real Return Bonds (RRBs) 


As a result of the review of the RRB program in 2003-04, the Government 
affirmed its commitment to the program in the 2004-05 Debt Management 
Strategy. Despite the constraints facing nominal bond issuance over the medium 
term, the Government will maintain RRB issuance in 2005-06 at a level similar 
to the $1.4 billion issued in 2004-05. 


Treasury Bill Program 


Based on the budget outlook and plans for attaining the 60-per-cent target for 
the fixed-rate portion of the debt, the stock of Treasury bills is expected to 
increase by around $10 billion to about $140 billion by the end of 2005-06. 


Cash management bills (i.e. short-dated Treasury bills) help the Government 
manage its cash requirements in an efficient manner. The Government intends 

to continue to actively use cash management bills in 2005-06. In September 2004, 
the Government announced that minimum bidding requirements and maximum 
bidding limits would be suspended on a trial basis for a period of at least 12 months 
for auctions of cash management bills that are non-fungible (i.e. do not share a 
common maturity date) with a previously issued Treasury bill. The change, which 
allows participants that have either a limited or strong interest in non-fungible cash 
management bills to participate to the extent of their interest, has been well 
accepted by market participants. The trial period will continue in 2005-06. 


Domestic Market Development 


The Government has been actively involved in supporting the development 

of enhanced transparency in the Canadian fixed-income market for many years. 
Greater transparency (i.e. dissemination of trading information regarding prices 

of securities and volumes traded) for both institutional and retail investors is an 
important contributor to the development and maintenance of well-functioning 
and efficient capital markets. The experience of other countries suggests a growing 
global trend towards higher levels of fixed-income market transparency. 


In Canada, positive developments in recent years have enabled progress towards 
greater transparency. These include the launch of several electronic or alternative 
trading systems on which fixed-income securities can be traded directly between 
counterparties, and the establishment of the regulatory framework for these 
systems. Developments in Canada and abroad suggest that, while maintaining 
liquidity remains an important objective, a higher level of transparency could be 
supported for Government of Canada securities. 
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The Government will be actively working with market participants and securities 
regulators in 2005-06 to enhance the transparency of Government of Canada 
securities for both institutional and retail investors. 


Retail Debt Program 


In September 2004 the Government published an external evaluation of the Retail 
Debt Program and announced that the program, commonly known as the Canada 
Savings Bonds Program, would be maintained. The Government also announced 
that options are being assessed that align the program with the evolving needs of 
the Government and Canadians. The interrnal review is ongoing. 


Management of the Government’s Cash Balances 


The Government of Canada manages its cash balances to ensure that it has 
sufficient cash on hand to meet its operating and liquidity requirements. 
The cash balances are invested through auctions twice daily. 


The bulk of the cash balances are invested through a morning auction. The 
morning auction incorporates a credit management system, using credit ratings, 
credit lines and collateral arrangements to manage credit risk, and a broad list of 
eligible counterparties to encourage more competitive bidding at the auctions. 


The afternoon auction is used to invest the Government's residual cash balances. 
This auction is uncollateralized and is limited to Large Value Transfer System 
participants. 


No major change is planned to the cash management framework in 2005-06. 


Foreign Reserves 


The Government holds foreign exchange reserve assets in the Exchange Fund 
Account (EFA) to provide foreign currency liquidity and to provide the funds 
needed to help promote orderly conditions for the Canadian dollar in the foreign 
exchange markets. Further details on the management of international reserves 
are available in the Report on the Management of Canadas Official International 
Reserves, which is available on the Department of Finance Web site at www.fin.gc.ca. 


The Government's foreign currency reserves are funded through foreign currency 
liabilities. The foreign currency reserve assets, and liabilities financing those assets, 
are managed on a portfolio basis, based on many of the same principles used by 
other sovereigns and private sector financial institutions, including prudent risk 
management principles. 


As announced in the budget, the prudent and cost-effective management of the 
Government's foreign reserves portfolio will be enhanced by the modernization 
of the Currency Act. Currently, the Act sets out a legislated list of approved 
investments, which is no longer in keeping with modern legislative drafting 
practices. Such a list is inflexible and excludes instruments that are equivalent 
to or better in terms of risk and return than some currently eligible assets. 
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Modernizing the Act will improve the flexibility in managing the portfolio by 
allowing investment in asset classes with lower risk and potentially higher returns. 
It will also reduce the risk of legal issues arising from antiquated and unclear 
drafting of some sections of the current legislation. 


Ongoing management of the EFA is governed by a strict investment policy 
designed to achieve the risk/return objectives of the Government. Investment 
activity follows comprehensive credit guidelines that restrict reserves holdings 

to high-quality, low-risk assets. The investment policy and guidelines are published 
in the annual Report on the Management of Canada’s Official International 
Reserves. Under a revised legislative framework, a ministerial decision to change 
investment policy would be reported to Parliament and made public through 

the annual report. 


Proposed amendments to the Currency Act to make changes to the eligible 
investments in the EFA will be introduced shortly. 


Funding Sources 


The Government has access to a wide range of sources to fund its foreign currency 
assets. These sources include a short-term US-dollar paper program, medium-term 
note issuance in various markets, cross-currency swaps of domestic obligations, 
international bond issues, and purchases of US dollars in foreign exchange 
markets. Cross-currency swaps have proven to be a particularly cost-effective 
alternative and have been actively used in recent years. 


In 2005-06 the precise mix of funding sources will depend on a number of 
considerations, including relative cost, market conditions and opportunities, 

and the desire to maintain a prudent foreign-currency-denominated debt maturity 
structure. It is expected that cross-currency swaps of domestic obligations will 
continue to be the primary source of reserve funding. Chart 2 shows the expected 
composition of foreign currency liabilities at March 31, 2005. 


Chart 2 
Forecast Composition of Foreign Currency Liabilities 
March 31, 2005 


Canada bills 
8% Canada notes 


3% 


Global bonds 
24% 


Euro 
Medium-Term Notes 
4% 
Cross-currency 
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Source: Department of Finance. 


Risk Management 


The Government has in place a comprehensive risk management framework 

for identifying and managing treasury risk, including market, credit, operational 
and legal risks related to the financing and investment of the foreign exchange 
reserves. Standards for risk control are high, market risks are immunized, and 
high standards of credit quality and portfolio diversification are followed. 


The Government's risk management policies call for prudent management 

of treasury risks based on best practices. In recent years the Government has 
continued to further strengthen its risk management framework by implementing 
collateral management frameworks for its Receiver General morning auctions, 
cross-currency swap program, and US-dollar deposit program. Collateral 
management systems are increasingly the norm in capital markets as a way 

of managing risk. Under the frameworks, high-quality collateral (e.g. cash, 
securities) is posted to the Government when its credit exposure to financial 
institution counterparties exceeds specified limits. 
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Summary of 2005-2006 Debt Strategy Plan 
and Intended Results 
Debt Structure 


Objective: Gradually reduce the fixed-rate share of debt from two-thirds 
to 60 per cent by 2007-08. 


Action for 2005-06: 


Continue to reduce the fixed-rate 


Intended Result: 
@ Achieve lower debt charges, 


share of debt towards the 
60-per-cent target. 


Increase the size of the 
Treasury bill program from 
about $130 billion in 2004-05 
to approximately $140 billion 
in 2005-06. 


Issue about $33 billion of bonds 
in 2005-06, about $3 billion less 
than in 2004-05. Due to large 
bond maturities and continued 
bond buyback operations, 

the bond stock is expected 

to decrease by some $8 billion. 


Reduce the size of the buyback 
program, with a planned level 
of between $9 billion and 

$10 billion, roughly $1.5 billion 
less than in 2004-05. 


Maintain a stable maturity profile. 


while continuing to prudently 
mitigate the risk to the 
budget framework. 


@ Facilitate market adjustment 
to changes in the bond 
and Treasury bill programs. 


@ Prepare for the end of the 
transition to sustainable bond 
programs and preserve 
liquidity in outstanding issues. 


@ Limit the need to refinance a large 
portion of debt in any given period. 


Domestic Debt Programs 
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Objective: Maintain diversified sources of funding 
and a well-functioning market. 


Action for 2005-06: 


Continue regular issues of 
marketable bonds in four maturity 
sectors, Treasury bills in 

three maturity sectors and a 
long-dated inflation-linked bond. 


Continue to borrow ona 
pre-announced basis and provide 
timely notices of government 
policy decisions. 


Maintain current new maturity 
benchmark target sizes for 
2-, 5-, 10- and 30-year bonds. 


Forego the 2-year auction in the 
fourth quarter of 2005-06. 


Consult with market participants 
in 2005-06 on potential changes 


to the structure of the bond program. 


Advance the timing of bond 
auctions from 12:30 p.m. to 
12:00 p.m. 


Advance the timing of cash 
buybacks from 1:00 p.m. to 
12:20 p.m., 10 minutes closer 
to the bond auction 

than previously. 


Continue to work to lower 
turnaround times for the 
release of results of auctions 
and buybacks. 


Update the retail debt strategy. 


Intended Result: 


@) Keep costs low and mitigate 
funding risk by diversifying 
borrowing across investor 
segments, instruments 
and maturities. 


@ Maintain transparency 
and efficiency. 


@ Maintain a liquid market 
for on-the-run issues and 
building-benchmark issues. 


©) Facilitate a reduction in bond 
issuance in 2005-06 pending a 
review of the bond program 
structure. 


@ Adjust the structure of the bond 
program to achieve the structural 
target while maintaining a 
well-functioning government 
securities market. 


@ Encourage participation by 
reducing market risk for 
participants. 


@ Enhance the bidding process 
and participation. 


@ Ensure the evolving needs of 
the Government and Canadians 
are met. 
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Foreign Reserves 


Objective: /mprove the cost-effectiveness of funding foreign 


reserve assets. 


Action for 2005-06: 


Modernize the Currency Act, 
which provides the legislative 
basis for the management of 

the foreign reserves. 


Continue to review the foreign 
reserves portfolio 
investment policy. 


Continue to use cross-currency 
swaps as the primary source 
of reserves funding. 


Intended Result: 


@ Reduce potential for legal risk 
issues by modernizing the Act, 
and increase flexibility of 
investment policy. 


@ Improve the risk/return profile 
of the portfolio, with the possible 
inclusion of new asset classes. 


® Keep the cost of carrying reserve 
assets low. 


Glossary 


accumulated deficit: Total liabilities less financial and non-financial assets. 


asset liability management: A systemic investment decision-making framework 
that is used to concurrently manage a portfolio of assets and liabilities. 


basis point: One-hundredth of a percentage point (0.01 per cent). 


benchmark bond: The specific issue outstanding within each class of maturities. 
It is considered by the market to be the standard against which all other bonds 
issued in that class are evaluated. 


budgetary surplus: Occurs when government annual revenues exceed annual 
budgetary expenses. A deficit is the shortfall between government revenues 
and budgetary expenses. 


buyback on a cash basis: The repurchase of bonds for cash. Used to maintain 
the size of auctions and new issuance. 


buyback on a switch basis: The exchange of outstanding bonds for new bonds 
in the current building benchmark. 


Canada bill: A promissory note denominated in US dollars, issued for terms 
of up to 270 days. Canada bills are issued for foreign exchange reserve funding 
purposes only. 


Canada note: A promissory note usually denominated in US dollars and available 


in book-entry form. Canada notes can be issued for terms of nine months or longer, 


and can be issued at a fixed or a floating rate. Canada notes are issued for foreign 
exchange reserve funding purposes only. 


Canada Premium Bond: A non-marketable security instrument issued by the 
Government of Canada that is redeemable once a year on the anniversary date 
or during the 30 days thereafter without penalty. 


Canada Savings Bond: A non-marketable security instrument issued by the 
Government of Canada that is redeemable on demand by the registered owner (s) 
and that, after the first three months, pays interest up to the end of the month 
prior to cashing. 


Contingency Reserve: Is included in the budget projections primarily to cover 
risks arising from unavoidable inaccuracies in the models used to translate 
economic assumptions into detailed budget forecasts and risks arising from 
unpredictable events. If not needed, it is used to pay down the public debt. 


cross-currency swap: An agreement that exchanges one type of obligation for 
another involving different currencies and the exchange of the principal amounts 
and interest payments. 
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electronic trading system: An electronic system that provides real-time 
information about securities and enables the user to execute financial trades. 


Exchange Fund Account: A fund maintained by the Government of Canada for 
the purpose of promoting order and stability of the Canadian dollar in the foreign 
exchange market. This function is fulfilled by purchasing foreign exchange (selling 
Canadian dollars) when there is upward pressure on the value of the Canadian 
dollar and selling foreign exchange (buying Canadian dollars) when there is 
downward pressure on the currency. 


financial requirement/source: Measures the difference between cash coming 
in to the Government and cash going out. In the case of a financial requirement, 
if cash on hand is not used, it is the amount of new borrowing required from 
outside lenders to meet the Government's financing needs in any given year. 


fixed-coupon marketable bond: A market debt instrument issued by the 
Government of Canada and sold via public tender. These issues have a specific 
maturity date and a specified interest rate. All Canadian-dollar marketable bonds 
pay a fixed rate of interest semi-annually and are non-callable. They are 
transferable and hence can be traded in the secondary market. 


fixed-rate debt: The share of the gross debt that is maturing or being repriced 
in more than 12 months. 


fungible bond: A bond that has the same financial attributes as another. Fungible 
bonds are interchangeable. 


government securities distributor: A member of a group of investment banks 
and dealers through which the Government distributes Government of Canada 
Treasury bills and marketable bonds. 


gross public debt: The total amount the Government owes. It consists of market 
debt in the form of outstanding securities such as Treasury bills, marketable bonds 
and Canada Savings Bonds, non-market debt owed mainly to the superannuation 
accounts for government employees, and other current liabilities. 


interest-bearing debt: Consists of unmatured debt, or market debt, and the 
Government's liabilities to internally held accounts such as federal employees’ 
pension plans. 


market debt: For debt management purposes, market debt is defined as 

the portion of debt that is funded in the public markets, and consists of 
marketable bonds, Treasury bills, retail debt (primarily Canada Savings Bonds), 
foreign currency denominated bonds and bills, and bonds issued to the Canada 
Pension Plan. 


marketable debt: Market debt that is issued by the Government of Canada 
and sold via public tender or syndication. These issues can be traded between 
investors while outstanding. 
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net debt: Gross debt, net of financial assets. 


non-market debt: Consists of the Government's internal debt, which is, for 
the most part, federal public sector pension liabilities and the Government's 
current liabilities (such as accounts payable, accrued liabilities, interest 
payments and payments of matured debt). 


non-marketable debt: Market debt that is not tradable and that is issued 
to retail investors (Canada Savings Bonds and Canada Premium Bonds). 


primary market: The market in which securities are initially sold or offered. 


real return bond (RRB): Government of Canada RRBs pay semi-annual interest 
based upon a real interest rate. Unlike standard fixed-coupon marketable bonds, 
interest payments on RRBs are adjusted for changes in the Consumer Price Index. 


secondary market: The market in which previously issued securities are traded, 
as distinguished from the new issue or primary market. 


sovereign market: The market for the debt issued by a government. 


Treasury bill: A short-term obligation sold by public tender. Treasury bills with 
terms to maturity of 3, 6 or 12 months are currently auctioned on a biweekly basis. 


turnover ratio: The volume of securities traded as a percentage of total 
securities outstanding. 


yield curve: A graph based on the term structure of interest rates, plotting 
the yield of all bonds of the same quality with maturities ranging from the shortest 
to longest term available. 
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Foreword by the Minister of Finance 


I am pleased to table before Parliament the Government of Canada’s Debt 
Management Strategy for fiscal year 2006-07. This document provides 
comprehensive information on the Government’s debt strategy and objectives 
for the coming fiscal year. 


The debt strategy is an important component of the fiscal planning of the 
Government of Canada. The strategy is focused on ensuring a low and stable 
cost of servicing the federal debt. It also contributes to a well-functioning 
Government of Canada securities market for the benefit of a wide array of 
borrowers and investors. 


The strategy is developed against the background of declining federal debt. 
Combined with forecast economic growth, the federal debt-to-GDP (gross 
domestic product) ratio—the level of debt in relation to the country’s annual 
income—remains on a downward track. On an accrual basis, the federal debt 
as a percentage of the economy is projected to fall to 35 per cent in 2006-07, 
down from its peak of 68.4 per cent in 1995-96. Canada’s total government 
debt burden is the lowest in the Group of Seven (G7). The Government is 
committed to further paying down the federal debt. 


The debt strategy incorporates the results of consultations with market 
participants on the development and implementation of policy, consistent with 

a commitment to openness and transparency. The publication of this document, 
together with the separate publication during the year of the Debt Management 
Report and the Report on the Management of Canada’s Official International 
Reserves, contributes to the accountability of the Government to Parliament and 
to Canadians on the Government’s financial strategy and transactions. 


The Honourable James M. Flaherty, P.C., MP 
Minister of Finance 
April 2006 
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Purpose of This Publication 


The Debt Management Strategy is an annual publication of the Department of 
Finance Canada. It sets out the Government of Canada’s objectives and strategies 
for managing its debt and related financial assets over fiscal year 2006-07. 


The Government publishes companion documents, the Debt Management Report 
and the Report on the Management of Canada’s Official International 
Reserves, which describe the Government’s financial market operations in respect 
of the debt and reserves, respectively, after the fiscal year has ended. 


Focus of the Federal Debt Strategy 


The debt strategy focuses on the management of the market debt and associated 
derivatives transactions of the Government of Canada. The debt strategy also 
reflects and encompasses in its framework the management of the Government's 
financial assets. 


(At March 31, 2005) (C$ billions) 


Market Debt 
Payable in Canaaian currency 
Marketable bonds 266.6 
(fixed-coupon bonds with 2-, 5-, 10- and 30-year maturities 
and Real Return Bonds with 30-year maturities) 


Treasury bills 12% .2 
(zero-coupon securities with 3-, 6- and 12-month maturities) 

Retail debt 19.1 
(Canada Savings Bonds and Canada Premium Bonds) 

Canada Pension Plan bonds : 3.4 

Obligations related to capital leases 2.9 


Payable in foreign currency 


Marketable bonds 12.4 
(fixed-coupon bonds, Canada notes and Euro Medium-Term Notes) 
Canada bills 3.9 
(zero-coupon securities with 1- to 9-month maturities) rr 
435.5 
Derivatives Portfolio 
Cross-currency swaps 24.5 
Liquid Financial Assets 
Cash 20.6 
Foreign exchange reserves _ 38.9 
59.5 


Source: Public Accounts of Canada. 
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Highlights of the 2006-2007 Debt Strategy 


Debt Structure and Issuance Plan 


To lower public debt costs, the fixed-rate share of the debt will continue to be 
reduced from two-thirds in 2002-03 to a target of 60 per cent in 2007-08. The 
change is being made gradually to facilitate market adjustment. Specifically: 


— The outstanding amount of treasury bills will increase from about $131 billion 
at the end of 2005-06 to a range of $135 billion to $140 billion by the end 
of 2006-07. 


— The total amount of marketable bonds issued in 2006-07 will be about 
$31 billion, $1 billion less than planned for 2005-06. Marketable bond 
issuance (net of buybacks) of about $23 billion will also be about $1 billion 
less than in 2005-06. 


— In 2005-06, the Government began to reduce the size of the bond buyback 
program. This reduction will continue in 2006-07, with a planned amount 
of bond buybacks in the order of $7 billion to $8 billion, about $1 billion less 
than in 2005-06. 


— The stock of marketable domestic bonds is expected to decline from an 
estimated $237 billion at the end of 2005-06 to about $231 billion as a result 
of maturities and continued cash management buyback operations. 


Bond Program Design Changes 


To accommodate the shift to a lower fixed-rate debt structure, the following 
changes to the bond program’s design, developed in consultation with market 
participants, will be made: 


— The dating of the 5-year benchmark maturity will be changed from 
September 1 to June 1 to make new 5-year benchmarks fungible with 
old 10-year benchmarks. The 5-year auction in the fourth quarter will be 
dropped from the issuance plan. 


— The issuance of 2- and 5-year bonds will be reduced to take advantage of their 
fungibility with outstanding benchmarks. As in 2005-06, the Government will 
not conduct a 2-year bond auction in the fourth quarter of the fiscal year. 


Operational Enhancements 


The floor for the repurchase of bonds will be reduced from $6 billion 
to $5 billion in all maturities to increase the amount of bonds eligible 
for purchase at buyback operations. 


To enhance bidding and participation in domestic debt operations, the Bank 
of Canada will target average turnaround times (the time from the bidding 
deadline to the release of auction results and settlement details) of less than 
3 minutes for auctions and less than 5 minutes for buybacks. The maximum 
turnaround times will be reduced from 10 minutes to 5 minutes for auctions 
and from 15 minutes to 10 minutes for buyback operations. 
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Policy Initiatives 


The merits of consolidating some or all of the borrowing by major 
government-backed entities into government debt programs will be 
assessed, following up on an evaluation done by KPMG LLP in 2005-06 
(see www.fin.gc.ca/toce/2005/MFGBE-e.html). 


Research and consultations with market participants and regulators 
will continue on the transparency of the market for Government of 
Canada securities. 
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Funds Management Framework 


Funds management is the general term used to describe the wide range 

of activities related to the management of the debt and liquid financial assets 
of the federal government. The framework has a number of elements, 

as explained in the following sections. 


Authority and Governance 


Debt and Cash Management 


The authority for funds management flows from Part IV of the Financial 
Administration Act (FAA), which empowers the Minister of Finance to borrow 
money on behalf of Her Majesty in right of Canada. In this regard, the Minister 
is authorized to issue securities and do any other thing related to the borrowing 
of money that the Minister considers appropriate. The FAA also states that 

the Governor in Council may authorize the Minister to enter into any contract 
or agreement of a financial nature, including cash management arrangements 
and derivatives transactions, on such terms and conditions as the Minister 
considers necessary. 


Under the FAA the Government has standing authority to refinance market debt 
maturing in a fiscal year. Parliamentary approval must be obtained to raise new 
market debt, in the form of a borrowing authority bill. Once obtained, the authority 
to raise debt levels generally extends through the remainder of the fiscal year and 
lapses at the start of the next fiscal year. Section 49 of the FAA requires the 
Minister to table in every fiscal year, in each House of Parliament, a report on the 
Minister’s plans in relation to the management of the public debt in the next fiscal 
year. This report fulfills that obligation. 


Foreign Reserves Management 


Canada’s official international reserves are held in the Exchange Fund Account 
(EFA). Authority for the management of the foreign reserves is provided by Part II 
of the Currency Act. The legislative mandate of the EFA is to aid in the control 

and protection of the external value of the Canadian dollar. The Minister of Finance 
can acquire, sell, borrow or lend for the Account those assets that are deemed 
appropriate for the legislated purpose. The Minister of Finance approves the 
general policies and strategy related to the investment and risk management 

of the EFA and establishes the target level of reserves. 
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Institutional Responsibilities 


Responsibility for strategic planning and the operational management of the 
Government’s debt and financial assets is delegated to officials at the Department 
of Finance Canada and the Bank of Canada. The Bank of Canada acts as fiscal 
agent for the Minister of Finance in issuing debt and conducting other debt 
market operations. 


Oversight of policy and operations activity is carried out through a Funds 
Management Committee (FMC), which comprises senior management from the 
Department of Finance Canada and the Bank of Canada. The FMC advises the 
Minister of Finance on policy and strategy, oversees the implementation of 
approved policy and plans, and reviews performance outcomes. 


For more information on the funds management framework, see 
www.fin.gc.ca/treas/Goveev/TMGF_e.html. 


Principles and Objectives 

Domestic debt and cash management, and foreign reserves management, have 
distinct objectives and principles. All funds management activities are conducted 
in keeping with overarching principles (see box on next page). 


Domestic Debt and Cash Management 


Objective 


The fundamental objective of domestic debt and cash management is to raise 
stable and low-cost funding to meet the operational needs of the Government 
of Canada. 


An associated objective is to maintain a well-functioning market in Government 
of Canada securities, which helps to keep debt costs low and benefits a wide array 
of domestic market participants. 


Principles 
Transparency, Regularity and Liquidity 


The design and implementation of the domestic debt program should emphasize 
transparency, regularity and liquidity to support a well-functioning government 
securities market. The Government should consult regularly with market 
participants to ensure the integrity and attractiveness of the market for dealers 
and investors. 


Prudence 


Prudence should be maintained by managing the structure of the debt, raising 
funds for domestic operational needs using a variety of instruments denominated 
in Canadian dollars, and managing exposure to credit risk through diversification. 


I cae DRS i a at NI it aa cl Ni il A a li Nii Ne na ch aniseed si eal aN SE 


Foreign Reserves Management 


Objective 


The objective of foreign reserves management is to provide general foreign 
currency liquidity for the Government and to provide a source of funds, if 
required, to help promote orderly conditions for the Canadian dollar in the 
foreign exchange market. 


Principles 


Prudence 


The foreign reserves should be managed to limit exposure to financial risk through 
the matching of assets and liabilities, prudent investment limits and diversification 
in instruments and currencies held. 


Cost-Effectiveness 


The reserves investment portfolio should be actively managed such that the net 
cost to the taxpayer, if any, is minimized. 


Overarching Funds Management Principles 


Risk management: Debt and asset management activities should be conducted 
in line with clear operational and risk guidelines, and risk monitoring and oversight 
should be independent of treasury management operations. 


Efficiency and effectiveness: Policy and operational standards should take into 
account, to the extent possible, the leading practices of other comparable 
sovereigns. Regular evaluations should be conducted to ensure the efficiency 

and effectiveness of the governance framework, policy initiatives and operations. 
Reporting: Information on funds management plans, activities and outcomes 
should be made publicly available in a timely manner so as to ensure understanding 
and accountability. 
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Debt and Assets Managed 


The debt strategy plan focuses on the Government of Canada’s market debt, 

which is the largest component of its gross debt. The other component of the 

gross debt, non-market debt, which includes federal public sector pension liabilities 
and the Government’s accrued liabilities, is not subject to active management. 
Figure 1 illustrates the relationships between the components of the federal 

debt at March 31, 2005. 


Figure 1 
Federal Debt at March 31, 2005 
(iN billions of dollars) 


its poate pel 
Market debt 


$435.5 
(marketable bonds, 
treasury bills, retail debt, 
foreign currency debt, 
Canada Pension Plan bonds, 
capital leases) 


Gross debt 
$705.7 


Less 
financial assets 
$151.0 
(cash, reserves, loans) 


Non-market debt 
$270.3 
(pensions and other 


accounts, other liabilities) 


Less 
non-financial assets 
$54.9 
(capital assets) 


Federal debt 
$499.9 
(accumulated deficit) 


Note: Numbers may not add due to rounding. 
Source: Public Accounts of Canada. 


The Government’s market debt is the portion of the federal debt borrowed in 
financial markets and consists primarily of fixed-coupon marketable bonds 

(2-, 5-, 10- and 30-year), Real Return Bonds (80-year), treasury bills 

(3-, 6- and 12-month), retail debt (Canada Savings Bonds and Canada 

Premium Bonds) and foreign-currency-denominated debt. It also includes 

bonds issued to the Canada Pension Plan and obligations related to capital leases, 
although these are not borrowed from the market or actively managed. The shares 
of each of these components are shown in Chart 1. 


Chart 1 
Composition of Market Debt 
March 31, 2005 


Canada Pension Plan Treasury bills 
bonds and obligations 32% 
related to capital leases 


Foreign-currency- 1% x 
denominated debt 
3% 


Retail debt 


Fixed-coupon 
4% 


marketable bonds 
54% 
Real Return Bonds 
6% 


Source: Department of Finance Canada. 
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The debt strategy plan also addresses the management of the Government’s liquid 
financial assets, which include cash balances (invested with banks for very short 
terms) and the liquid foreign exchange reserves (as portfolios of deposits and 
securities). The composition of these assets is shown in Chart 2. 


Chart 2 
Liquid Cash and Reserves 
March 31, 2005 


Domestic cash 
balances 
$20.6 billion 
35% 


Euro reserves 
$16.9 billion 
28% 


Yen reserves 
$1.3 billion 
2% 


US-dollar reserves 
$20.7 billion 
35% 


Source: Department of Finance Canada. 
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Fiscal Policy 


The Government’s fiscal policy, as set out in the budget, sets the context and 
operational objectives for debt management operations. The Government has 
recorded budgetary surpluses over the past eight fiscal years and has reduced 
the federal debt by $63 billion. 


Combined with forecast economic growth, the federal debt-to-GDP ratio—the level 
of debt in relation to the country’s annual income—remains on a downward track. 
On an accrual basis, the federal debt as a percentage of the economy is projected 
to fall to 35 per cent in 2006-07, down from its peak of 68.4 per cent in 1995-96. 


In terms of international debt burden comparisons, taking into consideration the 
accounting methods of various sovereigns, Canada’s total government debt burden 
is the lowest in the G7. 


Financial Requirement/Source 


The key budgetary consideration for debt management planning is the financial 
requirement/source rather than the budgetary balance (see box on following page). 
The 2006-07 debt strategy plan is based on the assumption of a balanced budget 
and a near-zero financial requirement/source. 


Figure 2 presents the various elements of the Government’s budgetary framework 
for the 2004—05 fiscal year, the last year for which audited Public Accounts 
financial statements are available. 


Figure 2 
Financial Source at March 31, 2005 


Budgetary surplus é Result: Reduction in federal debt 
$1.6 billion : (accumulated deficit) 


zi Composed of: loans, investments 
Non-budgetary f and advances, pensions, foreign 
transactions ©™) exchange transactions, and other 
$3.2 billion accounts and transactions, including 


ee adjustment from full accrual to cash 
basis of accounting 


Financial Source ; 
| 9 ies Key consideration for debt management 


Source: Public Accounts of Canada. 
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Borrowing Authority 


Currently available borrowing authority is limited to the standing authority to 
refinance market debt maturing in a fiscal year, plus a $4-billion non-lapsing 
contingency from the 1996-97 Borrowing Authority Act. Financial requirements 
in 2006-07 are expected to be met without seeking new borrowing authority. 


Measuring the Government’s Fiscal Position: 
Budgetary Balance and Financial Requirement/Source 


The budgetary balance and financial requirement/source measures used in the 

Debt Management Strategy are based on the Public Accounts accounting framework. 
The Public Accounts provide information to Parliament on the Government’s financial 
activities, as required under the Financial Administration Act. The measures are 
provided on a fiscal-year basis ending March 31. 


The budgetary balance—deficit or surplus—is one measure of the Government’s 
financial situation. Consistent with the recommendations of the Auditor General 

of Canada, the Government moved to full accrual accounting in 2002-03. The 
move enhances transparency and decision making by providing a more complete 
accounting of government activities than under the previous modified accrual 
accounting framework. Under the full accrual basis of accounting, revenues and 
expenses are recorded when they are incurred, regardless of when the actual cash 
flows occur. 


The financial requirement/source provides a measure of the net cash position of 

the Government. In contrast, the budgetary balance also includes obligations incurred 
by the Government during the course of the year for which the cash transaction does 
not take place until future years. In general terms, the difference between the financial 
requirement/source and the budgetary balance is timing (i.e. when funds for budgetary 
items are committed and the actual cash transaction occurs). 


The financial requirement/source includes the cash outlays related to current- and 
prior-year budget commitments. It also includes transactions in loans, investments 
and advances, federal employees’ pension accounts, other specified purpose 
accounts, foreign exchange activities, and changes in other financial assets, liabilities 
and non-financial assets. These activities are included as part of non-budgetary 
transactions. The financial requirement/source corresponds closely to the unified 
budget balance measure used in the United States. 


2006-2007 Debt Strategy: Major Themes 


Changing the Debt Structure 


The fundamental objective in managing the debt is to strike the appropriate 
balance between low financing costs and cost stability over a medium-term 
horizon. The main target in this regard is the fixed-rate share of the debt—that is, 
the share of the debt that is not maturing or being repriced within a year. 


In general, long-term debt is less risky, but more costly, than short-term debt. In an 
environment of macroeconomic stability and declining debt, the Government has 
greater capacity to absorb interest rate variability. At the same time, given the level 
of federal debt, a prudent debt structure is needed to protect the fiscal position 
from unexpected increases in interest rates and to limit annual refinancing needs. 


In 2002-03, the decision was taken to reduce the fixed-rate share of the debt from 
two-thirds to a target of 60 per cent by 2007-08 (see Chart 3). Given variations in 
government bond maturities during the year, maintenance of the target ona 
month-to-month basis will incorporate an operational range of +/-1 per cent. 

The change is being made gradually to facilitate market adjustment. Updated 
analysis continues to support the reduction in the fixed-rate share of the debt 

to 60 per cent, indicating net annual cost savings could reach up to $500 million, 
on average, when the 60-per-cent debt structure is in place. 


Chart 3 
Fixed-Rate Share of the Debt 


per cent 
70 — 


65 — 

60 — a 
55 — 

50 — 


Ati 
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1985-86 1987-88 1989-90 1991-92 1993-94 1995-96 1997-98 1999-00 2001-02 2003-04 2005-06 2007-08 


Sources: Bank of Canada and Department of Finance Canada. 
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Compared to a two-thirds debt structure, the lower fixed-rate structure modestly 
increases the Government’s short-term exposure to adverse movements in interest 
rates. However, the analysis indicates that, over time, the additional costs of an 
interest rate shock would be more than offset by the savings associated with a 
lower fixed-rate structure. 


In 2006-07, the Government will continue the transition from two-thirds to the 
60-per-cent target by 2007-08 by adjusting the issuance levels of treasury bills 
and bonds. These adjustments are detailed in the section “2006-2007 Debt 
Strategy: Program Plans.” 


Maintaining A Well-Functioning Bond Market 


The Government has a major interest in sustaining a liquid and efficient market 
for Government of Canada securities. A liquid and efficient government securities 
market is attractive to investors and thus helps to keep debt costs low. It also 
provides key pricing and hedging tools for market participants, thereby 
contributing to the effective functioning of the broader fixed-income market. 


One of the key challenges for the Government in recent years has been to maintain 
a liquid, well-functioning government securities market in the face of declining 
borrowing requirements and reduced issuance of fixed-rate securities. A key 
initiative in this regard has been the use of bond buybacks, which have facilitated 
the maintenance of a higher level of gross bond issuance. 


Gross annual bond issuance has declined over the past 10 years, from a peak 
of $54 billion in 1996-97 to about $32 billion in 2005-06. Assuming continued 
balanced budgets, annual gross bond issuance is planned to stabilize at about 
$30 billion once the 60-per-cent fixed-rate target has been reached in 2007-08 
(see Chart 4). 


Chart 4 
Government of Canada Bond Program 


$ billions 

eo) 

55 — Issuance due to buybacks 
50 
45 — 
40 — 


a Net issuance 


Projection 


ATiliiin 


1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 


Source: Department of Finance Canada. 
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In view of the outlook, the primary focus of this year’s debt strategy is to facilitate 
a temporarily lower bond issuance for 2006-07 and 2007-08 without making 
permanent, potentially disruptive changes to the bond program. A key initiative 
this year is to take greater advantage of fungibility (i.e. the ability to combine 
different bonds that share the same maturity date) between old outstanding bonds 
and new benchmark issues. Fungibility will permit key maturities of the current 
bond program (i.e. 2-, 5-, 10-, and 30-year) to be maintained in the context of 
smaller total issuance. At the same time, issuance of new 2- and 5-year bonds will 
be reduced in recognition of large outstanding fungible bonds “rolling down” into 
those parts of the curve to help support liquidity in all four maturities. 


Meanwhile, the size of the buyback program will continue to be reduced based 
on two considerations. First, while the bond buyback program has helped to 
support the maintenance of gross bond issuance, the requirement for a transition 
mechanism to smaller sustainable bond programs is diminishing. Second, a 
reduction in the size of the buyback program is appropriate as the bond stock 
becomes concentrated in fewer old benchmark bonds, which remain of value 

to market participants. 


Detailed information on 2006-07 program plans is provided in the following section. 
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2006-2007 Debt Strategy: Program Plans 


Domestic Debt Programs 


In November 2005, as in past years, officials from the Department of Finance 
Canada and the Bank of Canada consulted with interested parties on issues 
relating to the design and operation of the Government of Canada’s debt programs 
for fiscal year 2006-07 and beyond. This year’s consultations addressed a broad 
spectrum of potential adjustments to the Government’s bond program that permit 
debt structure adjustment while maintaining a well-functioning bond market. 

A consultation paper (www.bank-banque-canada.ca/en/notices_fmd/2005/ 
not281005_debt.html) set out for comment potential near-term changes that 
largely preserve the current structure of the bond program as well as more 
fundamental changes in the design of the bond program over the medium term. 


Market participants recognized that the Government faces challenges in 
maintaining well-functioning markets for Government of Canada securities while 
continuing to gradually reduce the bond program in a context of lower borrowing 
needs and moving to a lower fixed-rate share of government debt. 


Most participants were of the view that liquidity is adequate along the yield curve, 
but is sometimes limited at the long end. Market participants indicated that there 
is a strong demand for Government of Canada securities and noted decreasing 
supply, especially in the long end, where there is a structural need for bonds and 
limited substitutes. Liquidity is anticipated to become increasingly under pressure 
as more investors adopt a buy-and-hold strategy and as demands for collateral 
become more common. 


Market participants strongly supported continuing to take advantage of fungibility 
in the 2-year sector and changing the 5-year maturity date from September 1 to 
June 1 to support issuance in other sectors while maintaining adequate liquidity 
in all four maturities. A majority of market participants were also in favour of a 
modest reduction of the regular buyback floor below which large off-the-run 
benchmark bonds are currently not repurchased from $6 billion to $5 billion. 
Participants also supported the concept of using interest rate swaps as a future 
means of maintaining gross issuance and benchmark sizes. 


More details on the views expressed during the consultations can be found at 
www.bankofcanada.ca/en/notices_fmd/index.html. 


Fixed-Coupon Marketable Bond Program 


In 2006-07, gross bond program issuance is planned to be about $31 billion, 
$1 billion less than planned for 2005-06. Marketable bond issuance (net of 
buybacks) of about $23 billion will be around $1 billion less than in 2005-06. 
Taking into account bond maturities and cash management bond buyback 
operations during the year, the stock of bonds is expected to decline from 
an estimated $237 billion to about $231 billion. 
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Quarterly auctions of 2-, 5- and 10-year bonds and semi-annual auctions of 30-year 
bonds will continue, with quarterly auction calendars issued by the Bank of Canada 
and posted on their website before the start of each quarter. However, one 2-year 
and one 5-year auction that are fungible with outstanding bonds will be forgone, 
both in the fourth quarter of the fiscal year. This will allow appropriate auction 
sizes to be maintained in all bond maturities in the context of smaller overall 

bond issuance. 


Bond Auctions by Quarter, 


Fiscal Year 2005-06 Fiscal Year 2006-07 


Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 
2-year 2-year 2-year = 2-year 2-year 2-year ~ 
5-year 5-year 5-year 5-year 5-year 5-year 5-year - 


10-year 10-year 10-year 10-year 10-year 10-year 10-year 10-year 
- 30-year - 30-year - 30-year - 30-year 


Source: Bank of Canada. 


The maturity date of new 5-year benchmarks will be changed from September 1 to 
June 1 starting in October 2006 to make the new 5-year bonds fungible with 
previous 10-year benchmarks. 


Given the fungibility of shorter-term bonds with large outstanding issues, there 
will be a modest reallocation of issuance volume to 30-year fixed-coupon bonds 
and 30-year Real Return Bonds to support liquidity at the long end of the curve. 


The 2-, 5-, 10- and 30-year benchmark target sizes for new issue bonds, which 
are not fungible with existing benchmarks, will remain unchanged from last year 
(2-year bonds: $7 billion to $10 billion; 5-year bonds: $9 billion to $12 billion; 
10-year bonds: $10 billion to $14 billion; and 30-year bonds: $12 billion to 

$15 billion). 


A list of outstanding Government of Canada bonds, including their maturity dates, 
is contained in the 2004—05 Debt Management Report, which is available on the 
Department of Finance Canada website at www.fin.gc.ca. The list will also be 
updated monthly on the Bank of Canada website (www.bankofcanada.ca/ 
en/goc/goc.html) and will be available in the forthcoming annual publication, 
Summary of Government of Canada Direct Securities and Loans, which will 
be posted on the Bank of Canada’s website at www.bankofcanada.ca. 
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Bond Buyback Programs 


Two types of bond buyback operations will continue to be conducted: regular bond 
buybacks and cash management bond buybacks. Regular bond buybacks permit 
the maintenance of a liquid new bond issue program by buying existing bonds with 
a remaining term to maturity from 18 months to 25 years. Cash management bond 
buybacks aid in the management of cash balances by repurchasing bonds maturing 
within the next 18 months. 


Regular Bond Buyback Operations 


Bond buyback operations will continue on both a cash and a switch basis. Bond 
buyback operations on a cash basis involve the exchange of less liquid bonds for 
cash and are conducted shortly after auctions of similar maturity bonds. Bond 
buyback operations on a switch basis involve the exchange of less liquid bonds 
for new issue bonds on a duration-neutral basis and are conducted at other times 
in each quarter. 


As noted earlier, bond buybacks will be reduced in overall terms, in keeping 
with their reduced value as a transition mechanism. The target for 2006-07 is 

to conduct between $7 billion and $8 billion in bond buyback operations, about 
$1 billion less than in 2005-06. The quarterly maximum repurchase target 
amounts for the regular bond buyback program and the date of each operation 
will be announced through the quarterly bond auction calendar published by the 
Bank of Canada. 


For regular buybacks, the existing $6-billion floor will be reduced to $5 billion 
in all maturities to increase the amount of bonds eligible for repurchase at 
buyback operations. 


Cash Management Bond Buybacks (CMBBs) 


The CMBB program helps manage the Government’s cash requirements by 
reducing the high levels of cash balances needed ahead of large bond maturities. 
No major change is planned to CMBB operations in 2006-07. 


Real Return Bonds (RRBs) 


The 2006-07 plan calls for a modest increase in long-term RRB issuance to about 
$1.6 billion. The level of RRB issuance is being increased slightly in view of market 
demand, despite a decline in gross bond issuance. 


Treasury Bill Program 


Based on plans for attaining the 60-per-cent target for the fixed-rate portion 

of the debt, the stock of treasury bills is expected to increase by around $6 billion 
to a range of $135 billion to $140 billion by the end of 2006-07. Markets have 
adjusted smoothly to the growth in the stock of treasury bills, which has increased 
from less than $90 billion at the end of the 2000-01 fiscal year to approximately 
$131 billion by the end of fiscal 2005-06 (see Chart 5). 


ee TT ee ee ee ae WR Nee is Lay A CR. i mt Ol le a lt 


Chart 5 
Treasury Bills Outstanding 
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Source: Department of Finance Canada. 


Cash management bills (i.e. short-dated treasury bills) help the Government 
manage its cash requirements in an efficient manner. The Government intends to 
continue to actively use cash management bills in 2006-07. 


Operational Enhancements 


For the past two years, the Bank of Canada’s turnaround time for auctions 

and operations in which bonds are repurchased has been changed from fixed 
times of 10 and 15 minutes, respectively, to a “best efforts basis” (i.e. as soon as 
ready). Over this period, turnaround times have averaged less than 3 minutes for 
auctions and less than 7 minutes for buybacks (see Charts 6 and 7). The reduction 
in turnaround times has helped reduce market risk for auction participants and 
has improved the efficiency of the auction process. 


In 2006-07, the Bank is committed to keeping average turnaround times under 
3 minutes for auctions and under 5 minutes for buybacks, while maximum 
turnaround times will be reduced from 10 minutes to 5 minutes for auctions, 
and from 15 minutes to 10 minutes for buyback operations. 
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Chart 6 
Bill and Bond Auction Turnaround Times 
April 2005-February 2006 
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Source; Bank of Canada. 


Chart 7 
Repurchase and Switch Auction Turnaround Times 
April 2005-February 2006 
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Source: Bank of Canada. 
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Policy Reviews 


Borrowing Framework Used by Major 
Government-Backed Entities 


The Minister of Finance has statutory responsibility for approving borrowing 
and debt guarantees issued by a number of Crown corporations and federal 
government-backed entities. These activities are backed by the full faith and 
credit of Canada and, as such, are an extension of the treasury management 
framework of the Government. Given the size and scope of the activities of these 
borrowers, it is in the public interest that they be managed efficiently within a 
robust governance and accountability framework. 


An external evaluation of the borrowing framework governing borrowing by the 
Business Development Bank of Canada, Export Development Canada, Farm Credit 
Canada, the Canadian Wheat Board and Canada Mortgage and Housing Corporation 
(CMHC), along with the CMHC-guaranteed Canada Housing Trust, was completed 
by an external evaluator (KPMG LLP) in June 2005 under the auspices of the 
Department of Finance Canada’s treasury evaluation program. KPMG LLP observed 
that the current governance system is functioning well between the Government 

of Canada and all of the organizations. However, it advised that consolidating these 
guaranteed borrowings with the Government of Canada’s domestic debt issuance 
could generate cost savings and enhance the liquidity of the Government of Canada 
bond market. It noted that there are concerns about the impact of such an 
approach on the existing borrowers (e.g. impact on client service, loss of market 
intelligence) and that further work is needed to determine whether these concerns 
could be addressed through the design of a centralized borrowing regime. 


In 2006, the Department of Finance Canada, in conjunction with the borrowers, 
will be evaluating further the merits of consolidating some or all of federal 
government-backed borrowings with the Government of Canada debt program. 


Transparency of Government Securities Market 


Officials of the Department of Finance Canada and the Bank of Canada have been 
actively supporting the development of enhanced transparency in the Canadian 
fixed-income market for many years. Transparency (i.e. the dissemination of 
trading information regarding prices of securities and volumes traded) for both 
institutional and retail investors is an important contributor to the development 
and maintenance of well-functioning and efficient capital markets. 


In Canada, developments in recent years have enabied the provision of greater 
transparency to investors. These include the launch of electronic or alternative 
trading systems (ATSs) on which fixed-income securities can be traded between 
counterparties and the development of a regulatory framework with transparency 
standards. As a result, users of ATSs have obtained enhanced transparency on the 
trading of Government of Canada securities, and there is broad transparency of 
trading in benchmark corporate securities. Over the past year, discussions have 
been ongoing among market participants and securities regulators on the 
evolution of the regulatory framework and ensuring there is appropriate 
transparency provided on all fixed-income securities for all investors. 
Developments in Canada and abroad suggest that, while maintaining liquid 
markets is an important concern, a higher level of transparency could benefit 
investors in Government of Canada securities. 
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In 2006-07, the Government will continue to work with market participants and 
securities regulators to enhance the transparency of the Government of Canada 
securities market for retail and institutional investors. 


Retail Debt Program 


The retail debt program strategy is under review in light of the findings of an 
evaluation conducted by Cap Gemini Ernst & Young in 2004—05 and an internal 
review, and the evolution of the Government’s needs and the retail marketplace. 
Options are being assessed that align the program with the evolving needs of the 
Government and Canadians. Further information on the retail debt program and 
a report of 2004—05 activities are available at www.csb.gc.ca. 


Management of Domestic Cash Balances 


The Government of Canada manages its cash balances in order to ensure that it has 
sufficient cash on hand to meet its operating and liquidity requirements. The cash 
balances are invested through auctions twice daily. 


The bulk of the cash balances are invested through a morning auction. This 
auction incorporates a credit management system, using credit ratings, credit 
lines and collateral arrangements to manage credit risk, and a broad list of 
eligible counterparties to encourage more competitive bidding at the auctions. 
The afternoon auction is used to invest the Government’s residual cash 
balances. This auction is uncollateralized and is limited to Large Value Transfer 
System participants. 


In December 2005, the Government commissioned an external review of its cash 
management program under the treasury evaluation program. The review is 
considering the effectiveness of the program in ensuring that the Government has 
sufficient cash available at all times to meet its operating requirements while 
maintaining effective low-cost borrowing for the Government. The review is 
examining, in particular, the structure and operation of the program; participation 
on the part of banks, dealers and other market participants; and the management 
of credit risk associated with the investment of cash balances. 


Foreign Reserves Management 


The Government holds foreign exchange reserve assets in the Exchange Fund 
Account (EFA) to provide foreign currency liquidity and to provide the funds, 
if required, to help promote orderly conditions for the Canadian dollar in the 
foreign exchange market. The Government’s foreign currency reserves are 
funded through foreign currency liabilities. The foreign currency reserve assets, 
and liabilities financing those assets, are managed within an asset-liability 
management framework. 
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This section addresses four areas falling under foreign reserves management: 
the investment of reserves, the funding of reserves, performance reporting 
and risk management. 


Reserves Investment 


In the Budget Implementation Act, 2005, the Currency Act was amended to 
enhance the management of the Government’s foreign reserves portfolio and to 
reduce the risk of legal issues arising from antiquated drafting of some sections 
of the previous legislation. The amended act, which came into effect on 
December 30, 2005, improves the flexibility in managing the EFA by allowing 
investment in new asset classes, which will improve its risk/return profile. In 
2006-07, the primary focus on the investment side will be to implement the new 
investment regime, as per the amended Currency Act. 


A Statement of Investment Policy (SIP) has been developed and implemented, 

as required by the amended act. The SIP contains policies governing the 
acquisition, management and divestiture of assets of the EFA. The SIP allows 

for investment in two new short-term asset classes, commercial paper and 
certificates of deposits, as alternatives to other forms of short-term investment, 
particularly unsecured deposits. Investment in the new asset classes will increase 
the diversification of the portfolio and is expected to lower overall risk. Investment 
in these asset classes will commence in 2006-07. 


To strengthen the management of the EFA, an external review of the Account 
is underway under the treasury evaluation program. The focus of the review 
is to assess how Canada’s reserves investment policies and practices compare 
to the practices of other sovereigns and large institutional investors and to 
identify areas of improvement. 


Reserves Funding 


The Government’s foreign reserves are financed by foreign currency liabilities. 

The Government has access to a wide range of sources to fund its foreign currency 
assets. These sources include a short-term US-dollar paper program, medium-term 
note issuance in various markets, cross-currency swaps of domestic obligations, 
international bond issues, and purchases of US dollars in foreign exchange 
markets. Cross-currency swaps, which involve switching domestic liabilities for 
US-dollar and euro-denominated liabilities, have proven to be a particularly 
cost-effective alternative and have been actively used in recent years. 


In 2006-07, the precise mix of funding sources will depend on a number of 
considerations, including relative cost, market conditions and opportunities, and 
the desire to maintain a prudent foreign-currency-denominated debt maturity 
structure. It is expected that cross-currency swaps of domestic obligations will 
continue to be the primary source of reserves funding. 
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Chart 8 
Forecast Composition of Foreign Currency Liabilities 
March 31, 2006 
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Source: Department of Finance Canada. 


Chart 8 shows the expected composition of foreign currency liabilities at 
March 31, 2006. 


Performance Reporting 


Performance reporting is a framework for measuring, analyzing and evaluating 
financial performance of the investment and funding of reserves. The policy 
requires regular and timely reporting to senior management, the Minister 

of Finance and Parliament of the returns on EFA assets and the costs of 
associated liabilities. 


Two principal measures of performance are used: cost of carry (an accounting- 
based measure which captures net interest income and realized gains/losses) 
and total return (a market-based measure that captures net interest income 
and realized and unrealized gains/losses). Several enhancements to the 
performance measurement framework were introduced in 2005-06, such as 
performance attribution analysis and the development of an external asset 
benchmark. In 2006-07, work will continue to further improve these measures, 
taking into account the results of the external evaluation. 
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Risk Management 


The Government has in place a comprehensive risk management framework 

for identifying and managing financial risk, including market, credit, operational 
and legal risks related to the financing and investment of the foreign exchange 
reserves. Standards for risk control are high, market risks are immunized to the 
greatest extent possible, and high standards of credit quality and portfolio 
diversification are followed. 


In recent years, the Government has continued to further strengthen its risk 
management framework by implementing collateral management frameworks 

for its cross-currency swap program and US-dollar deposit program. Collateral 
management systems are increasingly the norm in capital markets as a way of 
managing risk. Under the frameworks, high-quality collateral (e.g. cash, securities) 
is posted to the Government when its credit exposure to financial institution 
counterparties exceeds specified limits. 


The Government employs measures of market risk exposure that are considered 
industry standards: stress testing and Value-at-Risk (VaR). Stress tests are used 
for evaluating the reserves portfolio performance under extraordinary 
circumstances in the market. VaR is a statistical measure for estimating potential 
losses of the reserves portfolio due to normal market movements, i.e. changes 

in interest and exchange rates. To aid in the measurement and monitoring of 
credit risk, credit risk measures such as actual and potential exposures and, 
more recently, Credit VaR, have been adopted. Credit VaR is a statistical measure 
for estimating potential losses of the reserves portfolio due to credit events, 

such as a counterparty’s credit rating downgrade. 


While the primary focus of risk management in recent years has been on market 
and credit risks, efforts in 2006-07 will be concentrated on developing risk 
measures for liquidity and operational risks. . 
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Summary of the 2006-2007 Debt Strategy Plan 


and Intended Results 


Debt Structure 


Objective: Gradually reduce the fixed-rate share of debt from two-thirds 
to a target of 60 per cent by 2007-08. 


Action for 2006-07: 


Continue to reduce the fixed-rate 
share of debt towards the 
60-per-cent target. 


Increase the size of the 
treasury bill program from 
about $131 billion in 2005-06 
to approximately $135 billion 
to $140 billion in 2006-07. 


Issue about $31 billion of bonds 
in 2006-07, about $1 billion less 
than in 2005-06. Due to large 
bond maturities and continued 
cash management bond buyback 
operations, the bond stock is 
expected to decrease by 

some $6 billion. 


Reduce the size of the buyback 
program, with a planned level 
of between $7 billion and 

$8 billion, roughly $1 billion 
less than in 2005-06. 


Maintain a stable maturity profile. 


Intended Result: 


@ Achieve lower debt charges, while 
continuing to prudently mitigate the 
risk to the budget framework. 


@) Facilitate market adjustment 
to changes in the bond 
and treasury bill programs. 


@) Prepare for the end of the 
transition to sustainable bond 
programs and preserve 
liquidity in outstanding issues. 


@) Limit the need to refinance a large 
portion of debt in any given period. 


Domestic Debt Programs 


Objective: Maintain diversified sources of funding 
and a well-functioning market. 


Action for 2006-07: Intended Result: 
Continue regular issues of marketable |@ Keep costs low and mitigate funding 
bonds in four maturity sectors, risk by diversifying borrowing 
treasury bills in three maturity across investor segments, 
sectors and a long-dated instruments and maturities. 


index-linked bond. 


Forgo the 2-year auction 
in the fourth quarter of 2006-07. 


Change the dating of the 5-year @ Facilitate a reduction in bond 
benchmark maturity from issuance and maintain adequate 
September 1 to June 1 to make liquidity in other key bond 

the new benchmarks fungible with maturities. 


old 10-year benchmarks, allowing 
the 5-year auction in the fourth 
quarter to be eliminated. 


Maintain the current new issuance @ Maintain a liquid market for 
benchmark target sizes for on-the-run issues and building- 
non-fungible 2-, 5-, 10- and benchmark issues. 

30-year bonds. 

Continue to borrow ona @ Maintain transparency 
pre-announced basis and provide .and efficiency. 


timely notices of government 
policy decisions. 


For regular buybacks, lower the @) Increase the amount of bonds 
minimum amount of outstanding eligible for repurchase at 
benchmark bonds above which buyback operations. 


buyback operations will be 
conducted from $6 billion to 
$5 billion in all maturities. 
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Ensure average turnaround times 
are less than 3 minutes for auctions 
and less than 5 minutes for 
buybacks. Reduce maximum 
turnaround times from 10 minutes 
to 5 minutes for auctions and from 
15 minutes to 10 minutes for 
buyback operations. 


Evaluate the merits of consolidation 
of some or all of the borrowing 

by major government-backed 
entities into government 

debt programs. 


Continue research and 
consultations with market 
participants and regulators 
on the transparency of the 
market for Government of 
Canada securities. 


Foreign Reserves 


@ Enhance the bidding process and 
participation while reducing risk 
for market participants. 


@ Ensure the borrowing framework 
used by the Government is 
effective and efficient. 


@ Support an appropriate level of 
transparency in the Government 
of Canada securities market. 


Objective: /mprove the cost-effectiveness of funding foreign 


reserve assets. 


Action for 2006-07: 


Continue to use cross-currency 
swaps as the primary source 
of reserves funding. 


Implement a new investment 
regime and invest in new 
short-term asset classes. 


Intended Result: 


@ Keep the cost of carrying reserve 
assets low. 


@ Improve the risk/return profile 
of the portfolio. 
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Glossary 


asset-liability management: An investment decision-making framework that 
is used to concurrently manage a portfolio of assets and liabilities. 


average term to maturity: The average time remaining before debt matures, 
taking only principal amounts into account. 


basis point: One-hundredth of a percentage point (0.01 per cent). 


benchmark bond: Specific issue outstanding within each class of maturities. 
It is considered by the market to be the standard against which all other bonds 
issued in that class are evaluated. 


budgetary surplus: Occurs when government annual revenues exceed annual 
budgetary expenses. A deficit is the shortfall between government revenues and 
budgetary expenses. 


buyback on a cash basis: The repurchase of bonds for cash. Used to maintain 
the size of bond auctions and new issuance. 


buyback on a switch basis: The exchange of outstanding bonds for new bonds 
in the current building benchmark. 


Canada bill: Promissory note denominated in US dollars, issued for terms 
of up to 270 days. Canada bills are issued for foreign exchange reserves funding 
purposes only. 


Canada Investment Bond: A non-marketable fixed-term security instrument 
issued by the Government of Canada. 


Canada note: Promissory note usually denominated in US dollars and available 

in book-entry form. Canada notes can be issued for terms of nine months or longer, 
and can be issued at a fixed or a floating rate. Canada notes are issued for foreign 
exchange reserves funding purposes only. 


Canada Premium Bond: A non-marketable security instrument issued by the 
Government of Canada, which is redeemable once a year on the anniversary date 
or during the 30 days thereafter without penalty. 


Canada Savings Bond: A non-marketable security instrument issued by the 
Government of Canada, which is redeemable on demand by the registered 
owner(s), and which, after the first three months, pays interest up to the end 
of the month prior to cashing. 


Contingency Reserve: Is included in the budget projections primarily to cover 
risks arising from unavoidable inaccuracies in the models used to translate 
economic assumptions into detailed budget forecasts, and unpredictable events. 
If not needed, it is used to pay down the public debt. 


Cost-at-Risk: A measure based on the statistical distribution of debt charges 
that enables risk to be quantified in terms of the maximum costs that could occur 
within a specified probability range in a particular year. 
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cross-currency swap: An agreement that exchanges one type of obligation for 
another involving different currencies and the exchange of the principal amounts 
and interest payments. 


duration: Weighted average term to maturity of a bond’s cash flow, used as a 
measure of interest rate sensitivity. 


electronic trading system: An electronic system that provides real-time 
information about securities and enables the user to execute financial trades. 


Exchange Fund Account: A fund maintained by the Government of Canada for 
the purpose of promoting order and stability of the Canadian dollar in the foreign 
exchange market. This function is fulfilled by purchasing foreign exchange (selling 
Canadian dollars) when there is upward pressure on the value of the Canadian 
dollar and selling foreign exchange (buying Canadian dollars) when there is 
downward pressure on the currency. 


federal debt: Total liabilities less financial and non-financial assets. 


financial requirement/source: Measures the difference between cash coming 
in to the Government and cash going out. In the case of a financial requirement, 
if cash on hand is not used, it is the amount of new borrowing required from 
outside lenders to meet the Government’s financing needs in any given year. 


fixed-coupon marketable bond: Market debt instrument issued by the 
Government of Canada and sold via public tender. These issues have a specific 
maturity date and a specified interest rate. All Canadian-dollar marketable bonds 
pay a fixed rate of interest semi-annually and are non-callable. They are 
transferable and hence can be traded in the secondary market. 


fixed-rate debt: The share of the gross debt that is maturing or being repriced 
in more than 12 months. 


fungible bond: A bond that has the same financial attributes as another. 
Fungible bonds are interchangeable. 


government securities distributor: Member of a group of investment banks 
and dealers through which the Government distributes Government of Canada 
treasury bills and marketable bonds. 


gross public debt: Total amount the Government owes. It consists of market 
debt in the form of outstanding securities such as treasury bills, marketable bonds 
and Canada Savings Bonds, non-market debt owed mainly to the superannuation 
accounts for government employees, and other current liabilities. 


interest-bearing debt: Consists of unmatured debt, or market debt, and the 
Government’s liabilities to internally held accounts such as federal employees’ 
pension plans. 


marketable debt: Market debt that is issued by the Government of Canada 
and sold via public tender or syndication. These issues can be traded between 
investors while outstanding. 
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market debt: The portion of debt that is funded in the public markets. It consists 
primarily of marketable bonds, treasury bills, retail debt and foreign-currency- 
denominated bonds and bills. It also includes bonds issued to the Canada Pension 
Plan and obligations related to capital leases, although these are not borrowed 
from the market or actively managed. 


net debt: Gross debt, net of financial assets. 


non-marketable debt: Market debt that is not tradable and that is issued 
to retail investors (Canada Savings Bonds and Canada Premium Bonds). 


non-market debt: Consists of the Government’s internal debt, which is, 

for the most part, federal public sector pension liabilities and the Government’s 
current liabilities (such as accounts payable, accrued liabilities, interest payments 
and payments of matured debt). 


primary market: The market in which securities are initially sold or offered. 


Real Return Bond (RRB): Government of Canada RRBs pay semi-annual interest 
based upon a real interest rate. Unlike standard fixed-coupon marketable bonds, 
interest payments on RRBs are adjusted for changes in the Consumer Price Index. 


secondary market: The market in which previously issued securities are traded, 
as distinguished from the new issue or primary market. 


sovereign market: Market for the debt issued by a government. 


treasury bill: Short-term obligation sold by public tender. Treasury bills, with 
terms to maturity of 3, 6 or 12 months, are currently auctioned on a biweekly basis. 


turnover ratio: Volume of securities traded as a percentage of total 
securities outstanding. 


yield curve: Graph based on the term structure of interest rates, plotting the 
yield of all bonds of the same quality with maturities ranging from the shortest 
to longest term available. 


37 


hoe 
An I 
ay “aS 
7 A i @ 
we ine 
sgmaus it) 


pA maar pt Aen 
_.A ate ape? Bi a 
‘ owes! etter 000 : Se ape _ 


Lage =y ed . ies! i <onetil 


view ques —— 


uberesagile cael 
7] silt Guay Ene ead anata CORR .~ aff 


[si Layee eens) Mea Sb Ble —* 
- nance Gestures 
hier WED perio HERS fa 
[tows SF. ANA eek ris 5 
aes ‘WE 16 = oP 


- — oes _ 
eat iy — ebdsetinds +e ht pire at ye “7 
carnevenay eth — apie “= 


7 rye § “py 7 ° 1) vie] s) P 
inGin w: Low (hale ei ae Gea a 
Nutley } terrae) S| 


>» Biew » (aa 
( <inctuS Ess ye Wah 166 
_ / Pilg aiid 
iSo- 4A deemws een tc Ra eI. 
iorache mi) 1 On) ed ol eT, Dadeuieniins 
' ppt <n adi hb sens « yi is rps ia 


tis soot i moa ae wa ole em apleerem, i075 f°) > 
eT oe | : . ash _' » nese erie’ Yds 
twit Nel apowernt,.- 


.. < pidvet cal) Ayo kp ee UM Ta 
(Give W dura) bl HTT! ~, S ate ve > &, aa heed 


[eae a 
o4 isp) yee i pa ae Prt A q ! mma 
O'n VR dy aes a hotly ap eis ik | 


alien tre wetanid nay 
4; “Ss 2 foes: « ae wr mat wand becur e 
y ee: aeverrn Pies? (oe a Fane . 
o< eee aytew}4 . : ‘ 
4 
ihe y ar att ; 4 > ia es 
. TOA 0 Tali Aone ow levantey (le, 15a ceelsae Vans : 
yy Sem we ban he) ee Js Degeneres Vis iw Lees ITN ig Wide i 
Walia 729 "yay Maiiitien, F 
: ; by ms 6 PSM Wh! Og? (hale, out Sci We : 
a ye! petiv ae © Oe fark Cer aliqne4 a 
4 @ mS - 
; Agden hoe Aving: \i@ » » ene oe ia!) ew Ps ay eantan uf Ghillie 
(A) ES 6 She cetedo Orin) A tor’ Tile: can a tae Geared 
sD "19 j SAA ye el? a 2, . rt all ae 


. 
. ‘ 
ag 
Me 
_ : 
e 
_ i 
ar 
re 
aa 
: 7 
Ne 
5 
iP 
: os y 
a 
i 
_ 
wie 
i] 
ny in 7 
= — 
: j 
7 OT 
rd 
I 
§ 


. _ io 7 
7 aon 
~~ oF = = 
Si-se 7 ' 7 
[Bi 
4 7 7 
— 
j © > wai 
, a 
) . 
a a 
ote es 
e 
° 
—_ 
Ly os - 
A. 7 
“_ oa) 
7 
7 
ae 
; 3 
‘ 
- 
Le a 
ae 


fe 


Hy a ub. ta 


oe ‘nn ; 
: a oe a 


| tan 
: ha 


7 ik iv 


1 7 : ; 


math . =a 
- ai iW Fi ral 7 iti oe! ‘ ; ; rhe : 


‘ 
' ~ 
pe 


5 Ae aden ee 


ei Are ts 4 
f re Ae. al a . ay, 
1p S hy i aa 


my 
2 iy 
mT ad 


